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CATERPILLAR’S OFFSHORE TAX STRATEGY 


TUESDAY, APRIL 1, 2014 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Homeland Security 
AND Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:31 a.m., in room 
SD-342, Dirksen Senate Office Building, Hon. Carl Levin, Chair- 
man of the Subcommittee, presiding. 

Present: Senators Levin, McCain, Johnson, Portman, and Paul. 

Staff present: Elise J. Bean, Staff Director and Chief Counsel; 
Mary D. Robertson, Chief Clerk; David H. Katz, Senior Counsel; 
Daniel J. Goshorn, Senior Counsel; Henry J. Kerner, Staff Director 
and Chief Counsel to the Minority; Jack Thorlin, Counsel to the 
Minority; Brad M. Patout, Senior Advisor to the Minority; Scott 
Wittmann, Research Assistant to the Minority; Adam Henderson, 
Professional Staff Member; Joel Churches, Detailee (IRS); Admad 
Sarsour, Detailee (FDIC); Heidi Keller, Congressional Fellow; 
Samira Ahmed, Law Clerk; Harry Baumgarten, Law Clerk; Jacob 
Rogers, Law Clerk; Tom McDonald, Law Clerk; Shannon Kellman 
and Michael Tash (Sen. Levin); Eamon Walsh (Sen. Heitkamp); 
Ritika Rodrigues (Sen. Johnson); and Brandon Brooker (Sen. Paul). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. The Subcommittee for 
many years has investigated how some of our most profitable cor- 
porations exploit loopholes in the U.S. tax code to shift income and 
profits to offshore tax havens, thereby denying tax revenue to 
Uncle Sam. Corporate income tax revenue accounts for a smaller 
and smaller share of Federal receipts and today is down to about 
10 percent of Federal revenue, despite the fact that corporate prof- 
its are at an all-time high. Tax avoidance through the use of dubi- 
ous tax loopholes costs the treasury tens of billions of dollars each 
year, making it harder for us to invest in the education, innovation, 
and infrastructure that promote our prosperity, and to adequately 
fund our national security, while at the same time increasing the 
tax burden on families and businesses who cannot employ an army 
of tax lawyers. 

The subject of our report and the subject of today’s hearing is 
Caterpillar Inc. Caterpillar is an American success story that pro- 
duces iconic industrial machines. But it is also a member of the 
corporate profit-shifting club that has transferred billions of dollars 
offshore to avoid paying U.S. taxes. We will examine Caterpillar’s 

( 1 ) 
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tax strategy at today’s hearing. But first I want to thank Cater- 
pillar and its accounting firm, PricewaterhouseCoopers (PwC), for 
their cooperation with our Subcommittee. 

Headquartered in Peoria, Illinois, Caterpillar designs and builds 
a wide range of heavy construction equipment, power generators, 
and engines, assembling most of them here in the United States. 
On work sites around the world, its bright yellow machines are 
symbols of U.S. manufacturing excellence. Its revenues exceeded 
$120 billion over the last 2 years. 

In addition to manufacturing machines. Caterpillar operates a 
lucrative replacement parts business, selling Caterpillar-branded 
parts to customers around the world. It is this aspect of their busi- 
ness, specifically its foreign sales of replacement parts, on which 
this hearing will focus. 

Caterpillar machines are known for their durability and depend- 
ability; they last literally for decades, a testament to their quality. 
To ensure their machines keep running well. Caterpillar works to 
deliver needed parts anywhere in the world within 24 hours of an 
order. This commitment limits the amount of time a machine is out 
of service as well as extending its life. Its parts operation helps the 
company maintain its reputation for building equipment that keeps 
working — a reputation that is key to its success. 

The parts operation is also highly profitable. In many years, the 
parts business accounts for a majority of Caterpillar’s profits de- 
spite making up just a fraction of sales. Caterpillar maximizes its 
parts profits by designing machines that can be repaired and main- 
tained only with Caterpillar parts, ensuring decades of parts sales 
and profits. 

Caterpillar-branded parts are manufactured primarily by inde- 
pendent companies in the United States and shipped by Caterpillar 
around the world. Until 1999, Caterpillar Inc. — or Caterpillar U.S., 
as we sometimes call it — was the initial buyer of these parts. When 
they were shipped to its foreign dealers. Caterpillar U.S. typically 
first passed title to marketing companies that it had created, in- 
cluding one in Switzerland called Caterpillar Overseas S.A.(COSA). 
Despite taking title, COSA never took physical delivery or even 
saw the parts that it marketed. 

COSA served as Caterpillar’s marketing company and parts dis- 
tributor in Europe, Africa, and the Middle East (EAME), acting as 
a liaison between Caterpillar U.S. and the foreign dealers, helping 
those dealers with training, marketing campaigns, servicing issues, 
and parts inventory management. In exchange, COSA was allo- 
cated about 15 percent of the parts foreign sales profits. Until 
1999, the vast majority of the remaining profits from those offshore 
sales, usually 85 percent or more, were included in Caterpillar 
Inc.’s U.S. tax returns. 

But starting in 1999, its parts operation assumed a new and key 
role in Caterpillar’s tax strategy. That is when Caterpillar paid 
PwC to design and implement a Swiss tax strategy, at an eventual 
cost of more than $55 million. After Caterpillar put that strategy 
in place, it went from reporting about 85 percent or more of its for- 
eign parts profits on its U.S. tax return to reporting 15 percent or 
less to Uncle Sam, and shifting the remaining profits offshore to its 
Swiss affiliate. In Switzerland, Caterpillar had negotiated a special 
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effective Swiss tax rate varying from 4 percent to 6 percent, which 
was helow the Swiss statutory rate of 8.5 percent. 

This strategy left the real-world operation of its parts business 
virtually unchanged; in fact, the only significant real-world impact 
of this arrangement was an instant major drop in Caterpillar’s U.S. 
tax bill. From 2000 to 2012, the Swiss tax strategy shifted $8 bil- 
lion in profits from Caterpillar U.S. to its affiliate in Switzerland. 
This cut Caterpillar’s U.S. tax bill by $2.4 billion during that pe- 
riod. 

The law says that transfer pricing agreements between related 
parties must have an economic substance — meaning a business 
purpose other than lowering taxes. But when one of Caterpillar’s 
key tax managers responsible for implementing the Swiss tax strat- 
egy, Rodney Perkins, was asked, under oath, whether there was 
any business advantage to the Swiss transaction other than the de- 
ferral or avoidance of corporate income taxes, he stated: “No, there 
was not.” 

Though the lion’s share of Caterpillar’s international parts prof- 
its shifted to its Swiss affiliate, the heart and soul of Caterpillar’s 
parts business stayed right here in the United States. Only a shad- 
ow of the parts business took place in Switzerland. A few statistics 
showing the disparity are depicted on this chart. ^ 

Of Caterpillar employees who handle parts, 4,900 work in the 
United States; less than 100 work in Switzerland. 

Of the company’s 125 manufacturing plants, 54 are in the United 
States; none are in Switzerland. 

Of the company’s 19 parts warehouses, 10 are in the United 
States; none are in Switzerland. 

Today there are 1.5 billion parts stored in Caterpillar’s U.S. 
warehouses; none are stored in Switzerland. 

Put another way, despite the fact that Caterpillar now allocates 
only a small percentage of its worldwide parts profits to the United 
States, from the moment a part is first designed to when that part 
reaches a customer. Caterpillar U.S. is the engine behind the com- 
pany’s parts business: 

Parts design is centered here, with nearly 80 percent of the re- 
search and development dollars used to design Caterpillar ma- 
chines and parts spent in the United States. 

Once designed. Caterpillar’s replacement parts are manufactured 
primarily by third-party suppliers in the United States, under the 
supervision of U.S. Caterpillar personnel. In 2012, those U.S. sup- 
pliers manufactured nearly 70 percent of the Caterpillar replace- 
ment parts sold offshore. 

Once the parts are built, the technology, expertise, and manage- 
ment behind a highly efficient distribution system are all here in 
the United States. Parts are distributed through Caterpillar’s parts 
logistics operation, which provides Caterpillar with one of its key 
competitive advantages. That operation is managed and run from 
the United States. 

Caterpillar’s Inventory Management Group, located in Illinois, 
uses complicated algorithms to forecast parts demand and ensure 
parts are manufactured in the quantities needed. 


^See Exhibit No. If, which appears in the Appendix on page 281. 
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Caterpillar’s largest parts warehouse is in Morton, Illinois, where 
it stores and coordinates the movement of parts around the world, 
helping Caterpillar’s dealer network maintain inventory levels that 
meet customer demand and delivering even hard-to-find parts 
within 24 hours of an order anywhere in the world. 

In short, most of Caterpillar’s parts executives are here, most of 
its parts employees are here, most of its parts are designed here, 
most of its parts are built here, most of its parts are stored here, 
most of its orders are filled here, and most of its parts are shipped 
from here. Yet most of its international parts profits go to Switzer- 
land. 

Now, in 2012 — that is just a year ago — minutes of the Caterpillar 
Board of Directors (BOD) meetings describe the company’s parts 
distribution operations as “U.S. centric.” So if the parts business is 
U.S. centric, how do most of the profits end up at Caterpillar’s 
wholly owned Swiss affiliate? Here is how. 

In 1999, PricewaterhouseCoopers provided the company, with a 
list of 49 potential tax strategies to lower its taxes, including a 
plan to avoid or defer U.S. taxes on the foreign sales of its parts. 
The transaction Caterpillar adopted was legally complex but 
straightforward. Caterpillar created a new Swiss affiliate called 
Caterpillar SARD (CSARL). CSARL replaced COSA as Caterpillar’s 
leading Swiss affiliate, and Caterpillar gave CSARL a license to 
distribute all of the company’s replacement parts outside of the 
United States. 

This arrangement changed nothing in the actual operation of the 
parts business, but caused a massive change in how profits on 
parts sales were split. Because CSARL lacks the personnel, infra- 
structure, or expertise to actually run the parts business, it reim- 
burses Caterpillar U.S. its costs and a small service fee to continue 
running the operation. CSARL also pays Caterpillar U.S. a so- 
called royalty payment equal to about 15 percent of the profits on 
international parts sales, with CSARL keeping the other 85 per- 
cent. 

Now, although Caterpillar spent 90 years working to build up its 
international parts business, the license provided Caterpillar with 
no compensation for the assets transferred. That license gives 
CSARL the rights to use Caterpillar’s patents and trademarks; con- 
tracts with suppliers with whom Caterpillar had built relation- 
ships; it gives CSARL proprietary computer systems; and the 
know-how, methods and data used to manage the parts business. 
Caterpillar U.S. receives only the 15 percent of future profits from 
the operation it developed and continues to run. So Caterpillar in 
the United States did the lion’s share of the work building the busi- 
ness and does most of the work of operating the business, while 
Caterpillar in Switzerland gets 85 percent of the profit from the 
most profitable part of Caterpillar’s business. 

The law says that transfer pricing agreements between related 
parties must meet an arm’s-length transaction standard. In an 
arm’s-length transaction, no company would turn over a profitable 
business that took decades to develop without receiving compensa- 
tion. Similarly, in an arm’s-length transaction, no business would 
relinquish 85 percent of the ongoing profits in exchange for 15 per- 
cent of the profits. 
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Not only did the arrangement change nothing about the actual 
operation of the parts operation, it changed nothing on the finan- 
cial statements that Caterpillar shows the public and investors. 
That is because Caterpillar and CSARL are related companies, 
with the parent company issuing a consolidated financial state- 
ment. So Caterpillar still shows the 85 percent of the profits sent 
to CSARL as its own profits on the consolidated public financial 
statement, while telling Uncle Sam that those profits belong to its 
Swiss affiliate CSARL. 

Caterpillar has provided several justifications for this change in 
profit allocation which appear to be inconsistent with the economic 
reality of its operations. 

Caterpillar claims that the company merely cut out a redundant 
middleman — Caterpillar U.S. — and arranged for its third-party 
suppliers to sell directly to its Swiss affiliate. The fact is that Cat- 
erpillar U.S. is not a redundant middleman in its parts business. 
Caterpillar U.S. continues to play the vital role of managing and 
leading its non-U. S. parts business the same way it always had. 
Caterpillar U.S. is still designing parts for Caterpillar machines, 
forecasting parts demand, getting the parts built, and storing and 
shipping the parts to dealers and customers around the world. 

Caterpillar also contends that shifting 85 percent of the parts 
profits to CSARL made sense because its Swiss affiliate provided 
so-called intangible marketing services whose substantial value 
had not been recognized in the past and deserves the lion’s share 
of profit. 

But that explanation for sending most of its international parts 
profits to Switzerland is also inconsistent with how Caterpillar 
itself has valued the kind of services that CSARL provides. Prior 
to 1999, COSA, CSARL’s predecessor as Caterpillar’s Swiss affil- 
iate, was one of many marketing companies that Caterpillar had 
around the world, each performing essentially the same function of 
working with Caterpillar’s foreign dealers to sell and service Cater- 
pillar parts and machines. In 1999, as part of the Swiss tax strat- 
egy, Caterpillar consolidated several of those marketing companies 
into CSARL. Just a few years later, in 2002, Caterpillar merged 
into CSARL another of its marketing companies called CACO, 
which represented Caterpillar with its dealers in Latin America, 
the Caribbean, and Canada. In connection with the CACO merger, 
PwC, the same firm that designed the CSARL transaction, evalu- 
ated the intangible marketing assets being transferred from CACO 
to CSARL and concluded they had little value. The same intangible 
marketing assets were concluded to have little value just 2 years 
later in 2001. 

So, in other words, when CSARL was the recipient of the mar- 
keting intangibles from CACO, Caterpillar said the value was neg- 
ligible. But when valuing those same intangibles as provided by 
CSARL, Caterpillar claimed they were so valuable that they justi- 
fied transferring 85 percent of its profits. 

Now, that is not all. For many years. Caterpillar used an inter- 
nal profit allocation system that it called “accountable profits” to 
help it decide how to award incentive pay, such as bonuses, to em- 
ployees in its various divisions. Beginning in 1992, Caterpillar 
awarded each of its marketing companies an accountable profits 
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share totaling about 13 percent of the parts profits within their re- 
gions. But when CSARL began receiving 85 percent or more of the 
profits related to parts, supposedly in recognition of how valuable 
CSARL’s functions were, CSARL’s employees stayed at the 13 per- 
cent profit figure internally when it came to allocating bonuses. In 
other words. Caterpillar again told one thing to Uncle Sam and an- 
other to its employees about the proportionate value of CSARL’s 
work. 

The unreality of Caterpillar’s current profits split can be illus- 
trated by an example. Caterpillar builds a type of mining truck, the 
797, shown in the chart we are going to put up there, which works 
in mines around the world, for instance, in the Alberta tar sands 
in Canada. 1 Major components are designed, manufactured, and 
assembled in the United States. The engine is manufactured by 
Caterpillar in Indiana; the transmission is manufactured by Cater- 
pillar in Illinois; the axles are manufactured by Caterpillar in 
North Carolina; the tires are manufactured by a third-party sup- 
plier in South Carolina; the driver’s cab is manufactured by a 
third-party supplier in Illinois. When those mining trucks are as- 
sembled and sold to those mines in Alberta, they are exported from 
the United States, and 100 percent of the profits from those sales 
are reported on its U.S. tax return by Caterpillar. But when an 
order for finished replacement parts comes in to service those 
trucks, again, even though the parts are manufactured in the 
United States, stored at a Caterpillar U.S. warehouse, and shipped 
by Caterpillar U.S. employees to Alberta, the profits on those parts 
go to Switzerland. 

Switzerland has nothing to do with those trucks from start to fin- 
ish. There is no economic basis for allocating those parts profits to 
Switzerland, yet that is where they go. 

And there is more. The unreality of the Swiss strategy can also 
be seen in Caterpillar’s so-called virtual inventory system. Cater- 
pillar maintains a second set of parts inventory books solely for tax 
purposes. CSARL has $525 million worth of parts stored here in 
the United States. None are stored in Switzerland. The parts 
CSARL purportedly owns here in the United States are completely 
commingled with the parts owned by Caterpillar U.S. So when a 
U.S. warehouse employee fills an order for a part, that employee 
has no way of knowing which part is owned by which company. 
The part is just shipped. 

After the fact. Caterpillar’s virtual inventory system flags the 
parts shipped outside of the United States and retroactively indi- 
cates that they are CSARL-owned. For hundreds of thousands of 
parts shipped abroad each year, however, the parts that were 
shipped actually belonged to Caterpillar U.S. When that happens, 
the virtual inventory system nevertheless shows the part as owned 
by CSARL, indicates it was borrowed from Caterpillar U.S. at cost, 
and later replaces the part when new parts are added to the ware- 
house inventory. This after-the-fact virtual ownership system is one 
more sign of how transparent the whole Swiss tax strategy is. 

What is real is the U.S. tax revenue that the Swiss strategy 
erases. From 2000 to 2012, Caterpillar shipped — shifted $8 billion 


^ See Exhibit No. le, which appears in the Appendix on page 280. 
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in profits to its Swiss affiliate, reducing Caterpillar’s U.S. tax bill 
by $2.4 billion. 

At the bottom, the Caterpillar case study centers on a tax strat- 
egy purchased by its tax department whose purpose was tax avoid- 
ance. It used a licensing agreement that no company would enter 
into with an unrelated third party. It relied on a virtual inventory 
system that did not track ownership of parts. It allocated profits 
for tax purposes that bore no relationship to the profit allocations 
made for its own business purposes, including bonuses. 

Now, I am about as big a supporter of U.S. manufacturing as you 
will find. But the Caterpillar case study demonstrates that offshore 
profit shifting is not reserved for those high-tech companies that 
transfer intellectual property to themselves offshore. Some manu- 
facturers, too, use offshore tax strategies to avoid paying taxes. The 
revenue lost to those strategies increases the tax burden on work- 
ing families here in the United States; it reduces our ability to 
make investments in education and training, research and develop- 
ment, trade promotion, intellectual property protection, infrastruc- 
ture, national security and more — investments, all of those, on 
which Caterpillar and other U.S. companies depend for their suc- 
cess. It is long past time to stop offshore profit shifting and to en- 
sure that profitable U.S. multinationals meet their U.S. tax obliga- 
tions. 

Senator McCain. 

OPENING STATEMENT OF SENATOR McCAIN 

Senator McCain. Thank you, Mr. Chairman. After decades of 
growth. Caterpillar has built a global business in which 70 percent 
of its sales come from overseas. It is my information that at the 
core of Caterpillar’s overseas subsidiaries is an independent dealer 
network that informs the company about local demand and keeps 
it globally competitive. The Majority’s Report states that many sig- 
nificant functions of Caterpillar’s overseas parts business are man- 
aged from the United States. But I think two important questions 
should be asked before that observation can be properly evaluated 
today: First, what activities are most important in generating Cat- 
erpillar’s overseas sales? And, second, where are those activities 
conducted? 

In this case, an important factor in Caterpillar’s overseas sales 
seems to be its independent dealer network, which is overseen and 
managed by Caterpillar’s subsidiary in Switzerland. I understand 
that this Subcommittee has many important questions to ask about 
how Caterpillar chose to structure itself globally. I look forward to 
hearing from today’s witnesses so that we will be better informed 
as to the actual operations of Caterpillar and their policy implica- 
tions. 

Today, the fact is that the United State of America has the high- 
est corporate tax rate of any country in the world. There is no 
doubt that this is a factor in moving operations overseas and, as 
we have seen from previous hearings, parking those profits over- 
seas rather than bringing them back to be subjected to a 35-per- 
cent corporate tax rate. 

This makes a compelling argument for broader tax reform in 
order to ensure our tax code is fair, competitive, and a vehicle for 
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economic growth. I want to thank Chairman Levin for his con- 
tinuing passion on this issue, particularly, and on others, and I 
look forward to today’s hearing. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you so much. Senator McCain, and I want 
to thank you and your staff for the bipartisan work which is the 
hallmark of this Subcommittee. 

And Senator Johnson, thank you. 

Let me now call upon our first panel of witnesses: Professor Bret 
Wells, Assistant Professor of Law at the University of Houston Law 
Center, Houston, Texas; and Professor Reuven Avi-Yonah, the 
Irwin 1. Cohen Professor of Law at the University of Michigan Law 
School in Ann Arbor, Michigan. We appreciate both of you being 
with us this morning. We look forward to your testimony. We ap- 
preciate your sharing your legal expertise today, and we look for- 
ward, again, to your perspective on the offshore profit shifting. 

Pursuant to Rule 6, all witnesses who testify before the Sub- 
committee are required to be sworn, so at this time I would ask 
both of you to please stand and to raise your right hand. Do you 
swear that the testimony you are about to give before this Sub- 
committee will be the truth, the whole truth, and nothing but the 
truth, so help you, God? 

Mr. Wells. I do. 

Mr. Avi-Yonah. I do. 

Senator Levin. We are using a timing system today, and about 
1 minute before the red light comes on, you will see the lights 
change from green to yellow, which will give you an opportunity to 
conclude your remarks. Your written testimony will be printed in 
the record in its entirety. We would appreciate your limiting your 
oral testimony to 7 minutes. 

Professor Wells, we are going to have you go first, followed by 
Professor Avi-Yonah, and then we will turn to questions about both 
of you have testified. Professor Wells. 

TESTIMONY OF BRET WELLSJ ESQ., ASSISTANT PROFESSOR 

OF LAW, UNIVERSITY OF HOUSTON LAW CENTER, HOUSTON, 

TEXAS 

Mr. Wells. Very good. Thank you. My name is Bret Wells, and 
I am an Assistant Professor of Law at the University of Houston 
Law Center. I have over 20 years of experience in the tax area, 
much of that time in industry but also in academia. And I have 
published repeatedly on the topic of international taxation. 

I would like to thank both Senator Levin and Senator McCain for 
inviting me to testify. I am testifying in my individual capacity, 
and so my testimony does not necessarily reflect the views of the 
University of Houston Law Center or of the University of Houston. 

In the interest of time, I want to make a few opening remarks. 

First, when we think about Caterpillar, we are thinking about a 
very successful manufacturing business. The U.S. tax rules should 
properly characterize how to think about where the economic prof- 
its of that business come from. 


^The prepared statement of Mr. Wells appears in the Appendix on page 99. 
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When we think about Caterpillar, we also need to recognize that 
it has created a remarkable spare parts business system that ex- 
plains much of its profitability. In this regard, once a CAT machine 
is sold, it represents an annuity for Caterpillar because the cus- 
tomer will come back to Caterpillar dealerships — for customized re- 
placement parts to keep this machine working. 

Caterpillar management treats its proprietary spare parts busi- 
ness and the logistics surrounding this spare parts business as a 
core business of the company. Caterpillar’s integrated business sys- 
tem allows it to sell spare parts to a customer within 24 hours any- 
where in the world, thus creating a sales opportunity at the exact 
moment when Caterpillar can extract substantial profit margins on 
proprietary spare parts sales. Consequently, the sale of a Cater- 
pillar machine creates a future captive market for proprietary 
spare part sales, and Caterpillar’s logistical capabilities explain its 
ability to generate profitability in that business line. 

Prior to 1999, the profits related to the spare parts business were 
shared between Caterpillar Inc. and the independent dealers. A 
Swiss affiliate earned a routine profit. The routine profit earned by 
the Swiss affiliate was appropriate because its minimal profit was 
commensurate with its minimal functional contribution to the sup- 
ply chain and to the factors that were creating the residual profits. 
In 1999, Caterpillar engaged in a supply chain restructuring exer- 
cise. In this restructuring, a new Swiss affiliate was designated as 
the entity that would now be entitled to reap substantially all of 
the annuity value of the spare parts business that Caterpillar and 
its independent dealers had carefully created. 

After CSARL’s formation. Caterpillar claimed that CSARL had 
newly discovered marketing intangibles that justified drastically 
increasing the profits allocable to Switzerland. To the extent that 
these intangibles originated from U.S. affiliates at the time of 
CSARL’s formation, CSARL should have paid a super royalty every 
year thereafter under Section 367(d) to compensate the U.S. affil- 
iate in an amount commensurate to the newfound profitability of 
that contributed U.S. intangible, but the Subcommittee was pro- 
vided no evidence that this was done or is currently being done. 

Caterpillar Inc. remained the creator and developer of the equip- 
ment designs, and Caterpillar maintained key operational control 
over the spare parts product design, procurements, logistics, and 
inventory management processes. However, although nothing in 
the spare parts business functionally, economically, changed from 
an operational perspective as a result of the 1999 tax restructuring 
exercise, the dominant share of residual profits from the spare 
parts business was gratuitously shifted to Caterpillar’s Swiss affil- 
iate CSARL. 

The supply chain restructuring implemented by Caterpillar is 
premised on a transfer pricing mistake. The mistaken notion is 
that Caterpillar’s residual profits attributable to the integrated 
spare parts business system can be allocated away from the func- 
tions that economically generate those profits and instead simply 
assign to a Swiss entrepreneur entity whose functions did not 
meaningfully contribute to the annuity value of the Caterpillar pro- 
prietary spare parts market, nor meaningful participated in its on- 
going development. 
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It is Caterpillar Inc. and the Caterpillar foreign dealerships that 
deserve to share the residual profits because the functions that 
contribute to customer loyalty in the foreign marketplace are at- 
tributable to Caterpillar Inc.’s excellent manufacturing and 
logistical capabilities developed in the United States and to the 
customer relationships created by the Caterpillar independent deal- 
ers. CSARL’s role is that of a minimal risk distributor that pos- 
sesses no external customer contacts and no significant manufac- 
turing intangible. In this posture, CSARL’s profit margin should 
approach a cost-plus return. 

A court should look through the Caterpillar supply chain restruc- 
turing exercise and see that CSARL should not receive a share of 
the residual profits of the parts business. But even though a court 
has ample means at its disposal to reach the correct substantive 
transfer pricing result, current law provides less guidance than it 
should because Section 482 does not explicitly mandate a specific 
transfer pricing methodology. 

So Congress should make clear that any allocation of residual 
profits to a foreign affiliate must be justified using a residual profit 
split analysis. Allowing residual profits to simply migrate to a tax 
haven entrepreneur without further explanation is a mistake. If all 
of the non-routine functions that create residual profits reside in 
the United States, then all the residual profits should be allocated 
to the United States. 

As a second point, I would like to state that the fact that nothing 
operationally changed as a result of Caterpillar’s 1999 tax restruc- 
turing represents a potentially fatal implementation flaw because 
the operational activities among Caterpillar Inc. and CSARL ap- 
pear to have created a de facto U.S. partnership that has its own 
U.S. taxable presence, which in turn creates a U.S. taxable pres- 
ence for CSARL in the United States. In my written testimony, I 
set forth a much more expansive view of why that is so. 

Let me conclude by saying that the Subcommittee is to be com- 
mended for taking the time to understand these international prof- 
it-shifting practices. Profits attributable to U.S. -created intangibles 
should not end up in a jurisdiction without substance, nor should 
they end up in an entity that did not meaningfully contribute to 
their generation. 

Thank you for allowing me to speak. 

Senator Levin. Thank you so much. Professor Wells. 

Professor Avi-Yonah, welcome back. 

TESTIMONY OF REUVEN S. AVI-YONAH, i ESQ., IRWIN I. COHN 

PROFESSOR OF LAW, THE UNIVERSITY OF MICHIGAN 

SCHOOL OF LAW, ANN ARBOR, MICHIGAN 

Mr. Avi-Yonah. Thank you very much. Thank you. Senator 
Levin and Senator McCain, for inviting me to speak here today 
about the Caterpillar tax strategy. I will try to make four points 
briefly. 

First is that this is, as the Subcommittee knows, part of a more 
general phenomenon. We have already had a couple of other hear- 
ings before this. There are $2 trillion more or less of profits that 


^The prepared statement of Mr. Avi-Yonah appears in the Appendix on page 106. 
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are offshore in the case of American multinationals, and out of this 
$2 trillion, a significant portion relates to activities that economi- 
cally take place in the United States, either in the form of devel- 
oping intangibles or in this case in the form of developing replace- 
ment parts, logistical networks, and so on. 

Congress has been aware of this for a long time and has tried 
several times to legislate in order to prevent the shifting of profits 
from the United States overseas. Originally Subpart F in 1962 was 
intended precisely to prevent this kind of shifting, and there was 
a big part of Subpart F that was addressed specifically to the shift- 
ing from the United States to Switzerland. The so-called base com- 
pany rule was designed to address a case in which Dupont shifted 
significant profits from the United States to Switzerland using 
similar strategies to the ones that are used here by Caterpillar. 

Then in 1996, Congress, being aware that the existing laws did 
not work very well, enacted the super royalty rule that Professor 
Wells mentioned, which says that every time you transfer an intan- 
gible from the United States to a foreign jurisdiction, there has to 
be a royalty paid that is “commensurate with the income” that is 
attributable to that intangible, which was designed to shift all of 
the profits back to the United States. To the extent that what Cat- 
erpillar did was to shift such an intangible, then it should have 
paid a super royalty. 

Third, I also think that in this case. Caterpillar’s transaction in 
1999 did not have the economic substance that is required under 
the tax law. Under the tax law, as it is now codified in Section 
7701(o) but was also the law before that, an transaction has to 
have economic substance in order to be upheld by the Internal Rev- 
enue Service (IRS) and in a court, and economic substance requires 
two things: It requires a subjective intent to make a profit and an 
objective ability to make a profit. In this case, we have sworn testi- 
mony from Caterpillar executives as well as extensive documenta- 
tion that the Subcommittee has discovered in its investigation that 
we have reviewed that indicates that there was no business pur- 
pose to the transaction other than the shifting of taxable income 
from the United States to Switzerland. And in addition, it is hard 
to see what the objective business purpose of the transaction or the 
objective profit potential could be in a transaction in which 85 per- 
cent of profit is shifted from the United States to Switzerland with- 
out any actual change taking place on the ground, with everything 
still being done in the United States just like it has been before. 
So I think that the IRS should have attacked this transaction on 
economic substance grounds. It should have also asked itself 
whether there should have been a super royalty paid. It should also 
have perhaps attacked it on assignment of income grounds because 
if the sale of parts represents an annuity out of the sale of the ma- 
chines, then the income from the sale of parts should go to the 
same place the income from the sale of the machine goes. So there 
are all of these opportunities that the IRS had to go after this 
transaction, and unfortunately they didn’t. 

So what are my conclusions? 

First of all, I think that the IRS should do a better job in ad- 
dressing these transactions. Of course, we now in this case have 
the advantage of an extensive Subcommittee investigation of inter- 
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nal, properly documented, maybe the IRS did not have at the time, 
but it should have, I think, addressed itself more to this kind of 
transaction, which, as we heard, shifted $8 billion in profits result- 
ing in $2.4 billion less in taxes paid over the years, and, of course, 
it is still going on. 

Second of all, I think that Congress should address the issue, 
and I think the simplest way of addressing this is to fix the prob- 
lem that we already tried fixing in 1962. At the moment there is 
an exercise going on in the Organisation for Economic Co-operation 
and Development (OECD) called the base erosion and profit-shift- 
ing (BEPS) exercise, under which all of these countries, especially 
the G-20, the largest 20 economies in the world, are concerned 
about this kind of profit shifting. None of the G-20 has a tax rate 
below 20 percent. They all have effective tax rates that are similar 
to that. There is no competitive disadvantage that would result 
from Congress reducing the U.S. tax rate and taxing these offshore 
profits currently. 

There certainly can be no competitive disadvantage in Congress 
taxing the $2 trillion that are currently accumulated because this 
income, these profits have already been accumulated, and no be- 
havioral incentive or no competitive disadvantage can result from 
taxing them. So, in my opinion. Congress should tax this $2 trillion 
immediately and in the future should reduce the corporate rate and 
tax all offshore profits of U.S. multinationals on a current basis. 

Thank you very much. 

Senator Levin. Thank you very much. 

Why don’t we start with a 7-minute first round, and we can have 
a number of rounds. 

The tax strategy which we have started to discuss this morning 
was proposed, designed, and implemented over several years by tax 
consultants of PwC working with Caterpillar’s Tax Department. 
Caterpillar paid PwC more than $55 million. 

In evaluating the CSARL transaction, my question is: Is it rel- 
evant that the transaction was initiated and driven by tax per- 
sonnel at Caterpillar rather than by business personnel and in- 
volved paying a large amount of money for an explicit tax strategy 
to lower the company’s taxes? Is that relevant. Professor Wells? 

Mr. Wells. I think it is relevant. I do not think it is dispositive, 
but I think it is relevant. And I think what is also relevant is the 
inconsistent stories as it is being implemented, where the taxpayer 
says in more contemporaneous documents to the time that there 
are no marketing intangibles in CSARL. Sure, the independent 
dealers are adding a lot of value. They deserve a share of residual 
profits. But the Swiss affiliate is performing nothing but a routine 
function. 

When the CACO transaction was done, PwC had said that there 
was nothing in Switzerland that could not be easily replicated, it 
had no significant marketing intangibles. In earlier transfer pricing 
reports, they said that CAT played the largest role in developing 
the market and dealer development, it was the originator of the 
basic marketing system designs, and they said CAT was the de- 
signer of the systems and the owner of the Morton spare parts 
business. 



13 


All of that comes together as far as credibility of the witness. A 
judge is going to look at this case, and the judge is going to say, 
“Where did the economic profits really come from? The person that 
is testifying to me today seems to be making inconsistent state- 
ments from everything else that is happening. Why did that story 
come up? Why is the story being postulated in front of me?” 

And a judge, a trier of fact, is going to look at the overall evi- 
dence, and they are going to try to determine what are the func- 
tions that create residual profits. When the strategy comes from a 
tax department and it is divorced from the business itself, then 
that is a significant fact that a judge is going to look at when the 
judge is charged with trying to determine what are the economics 
consequences, where are the economic profits truly being gen- 
erated. 

Senator Levin. And if the transaction is designed for the purpose 
of lowering taxes, that is a relevant fact to the judge? 

Mr. Wells. It should be a relevant fact. Again, it is going to be 
a combination of facts. 

Senator Levin. But that is one relevant fact. 

Mr. Wells. That is a relevant fact. 

Senator Levin. OK. Now, since 1999, Caterpillar has allocated 
about $8 billion in non-U. S. parts sales income to Switzerland and 
so far avoided paying about $2.4 billion in U.S. taxes. Is it fair to 
call that “profit shifting”? 

Mr. Wells. I think that is a fair thing to say given the record 
that is in front of the Subcommittee today about this specific tax- 
payer and the functions that generated those $8 billion in profits. 

Senator Levin. Professor Avi-Yonah, we codified the economic 
substance doctrine in 2010 and we stated that the IRS can invali- 
date transactions that create no meaningful change in the economic 
position of the taxpayer and have no “substantial purpose other 
than to achieve a tax effect.” Is that right? Must there be economic 
substance in a transfer pricing transaction between related parties? 

Mr. Avi-Yonah. So the IRS 

Senator Levin. Put your mic on, if you would. 

Mr. Avi-Yonah [continuing]. Making sure that you meet both 
prongs — that is, the objective prong and the subjective prong; 
whereas, before, some courts held that you only needed to meet 
one. 

And, in addition, the IRS said that in a true arm’s-length trans- 
action, they will not apply the economic substance; that is, if a 
transaction meets the arm’s-length standard of Section 482, they 
will not apply economic substance. 

However, in my judgment, a transaction in which you transfer 
100 percent of the profit in exchange for 15 percent, it is essentially 
you are transferring 85 percent of the profit to a related party, 
would never have been done on an arm’s-length basis, and, there- 
fore, I do not think the arm’s-length standard applies here. And I 
think the economic substance doctrine can be applied to this trans- 
action. 

Senator Levin. Now, Caterpillar, in its written statement sub- 
mitted to the Subcommittee, says that even if it were stipulated 
that the changes made in 1999 were motivated primarily by tax 
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considerations and generated primarily tax effects, the economic 
substance doctrine would still not apply. 

Now, do you agree with the statement that the economic sub- 
stance doctrine would not apply if the changes in 1999 were moti- 
vated primarily by tax considerations and generated primarily tax 
effects and the transaction did not meet the “arm’s-length stand- 
ard,” which is a transaction that would not be made with an unre- 
lated third party? 

Mr. Avi-Yonah. No, I think in this case the economic substance 
doctrine would apply to invalidate the transaction. 

Senator Levin. Professor Wells, is it true that the law requires 
in every case that a transfer pricing agreement must meet the 
arm’s-length standard, it must be a transaction that Caterpillar 
would enter into with an unrelated party? 

Mr. Wells. That is exactly right. In fact, current law makes it 
clear that even if there are multiple transfer pricing methodologies, 
you must choose the best method, and the best method under exist- 
ing Treasury regulations is the one that is the most reliable in put- 
ting the profits in the functions that generated those profits. So 
even if we have a debate between one method or a different meth- 
od, a court is going to ask the question: What would an arm’s- 
length party have done? 

Senator Levin. And would any reasonable business have entered 
into the type of exchange that occurred here? 

Mr. Wells. No, because what occurred here was a failure to rec- 
ognize that there was a captive spare parts market. If we use the 
words of Caterpillar, “seed,” “grow,” and “harvest,” when they are 
talking to the stock analyst about how to value their company, they 
said, “When we sell the Caterpillar machine, it is like seed and 
growing and the harvesting is the spare parts, which we get to do 
once that machine breaks down. And nobody would let someone 
come in at harvest time after the crop has been seeded, grown, and 
is ready for harvest, nobody except a related party that does not 
care about the profit shifting. 

Senator Levin. Do you agree with that. Professor? 

Mr. Avi-Yonah. Yes, I agree. 

Senator Levin. Thank you. Senator McCain. 

Senator McCain. Thank you, Mr. Chairman, and I thank the 
witnesses. 

To the witnesses, this restructuring took place, it is my under- 
standing, in 1999, and yet no case has been brought against them 
by the government for what you view as a clear violation of law. 
Do you have an explanation for that? 

Mr. Avi-Yonah. I think it is partly because some of the informa- 
tion that was provided to the Subcommittee would not have been 
available to the IRS, which relates to internal tax planning docu- 
ments that are privileged. That is not obvious on its face from the 
outside. 

In addition, some of the information was based on a whistle- 
blower that also was not available to the IRS at the time, who was 
a senior tax person inside the company. So we, today, have much 
more information to evaluate this transaction than was available 
to the IRS at the time. 
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In addition, in my opinion, the IRS is simply overburdened, and 
it has too many companies — even though it audits all the large 
companies, it has too many companies. These transactions are very 
complicated. They are extensively documented. The IRS has to go 
through thousands of pages of data. They just have a hard job to 
do. Nevertheless, I do think that they should have done a better 
job in this particular case. 

Senator McCain. So the IRS looked at this restructuring, 
reached a conclusion that was a failure of the IRS to gather all the 
sufficient information or did not hear from a whistleblower. 
Wouldn’t that be a reason for the IRS to reopen the case? 

Mr. Avi-Yonah. I suspect that by the time the whistleblower 
case became public, these years have been closed already in the 
IRS 

Senator McCain. Well, nothing prevents them from reopening it. 

Mr. Avi-Yonah. No. If a year is closed, that is, if the statute of 
limitations had run on a year, then they cannot reopen the year. 
They have settled with the company. 

Senator McCain. They are operating today under a scheme that 
you view as illegal. Since when does the statute of limitations af- 
fect that? 

Mr. Avi-Yonah. I mean, there are two arguments here. There is 
the economic substance argument that relies to the original trans- 
action. The original transaction, I believe, is closed, and they can- 
not go after that. There are other arguments. There is Professor 
Wells’ partnership argument. There is the question of whether 
there should be a super royalty under the transfer pricing rules. 
There is a question of whether there was an assignment of income. 
All those theories are still available to the IRS, and I would encour- 
age the IRS to closely examine what is going on now between the 
company and CSARL and see whether they cannot criticize them 
on the basis of one of those theories. 

Senator McCain. Did you have an additional comment. Pro- 
fessor? 

Mr. Wells. I think it is an important public service to show the 
IRS, in hearings like this, the results of a thorough investigation 
of a factual record like this. At a time when companies are con- 
cerned and taxpayers are concerned about base erosion and profit 
shifting, one thing I would hope the Senate could all agree on is 
the following: Whatever reform needs to be made, currently law 
needs to make sure that the transfer pricing rules allow taxpayers 
and the government to be confident that taxes are paid on the prof- 
its that are economically earned in the United States. There may 
be other reform measures that the Senate may not be able to agree 
on, but I think Congress needs to agree on at least this goal. And 
I think the IRS needs to think about what do they need to do in 
order to do a better job of getting the facts in a detailed way like 
this Subcommittee has done. 

Senator McCain. So when there is something this egregious 
going on, it requires a congressional hearing to get the IRS to carry 
out their responsibilities. It is my information that the IRS re- 
ceived an anonymous letter with allegations in 2004, 5 years after 
the restructuring, looked into it, and brought no charges. So the 
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American people and I do not have a lot of confidence in the IRS, 
but now we have less. 

Mr. Wells. I think that is an important point, and I think it is 
hard to come up with good legislative reforms. Senator McCain, if 
we do not have detailed case studies like this. Congress needs to 
develop legislation in light of the current reality, not divorced from 
the current reality. So I think that is an important point. 

Senator McCain. And, Professor, I think you would agree that 
there is at least — am I correct — $1.5 trillion that is parked overseas 
at this time? 

Mr. Wells. My knowledge on that is only from publicly available 
information, but that is consistent with what I have read in the 
public. 

Senator McCain. And some years ago, we did kind of a, whatever 
you call it, repatriation in the hopes that it would create more jobs 
and boost our economy, and I think the evidence shows that basi- 
cally it went to pay salaries and stockholders. 

Mr. Wells. I think that is a fair characterization of the empirical 
data. 

Senator McCain. So any reform that we make or steps we may 
take in order to try to repatriate some of this money, this time 
maybe we should have requirements for job creation and how 
that — on funds that are returned. But also isn’t the larger question 
here, as I mentioned in my opening statement, if you are going to 
bring money home and pay 35 percent corporate tax, which is the 
highest in the world, you are going to try to find ways not to have 
to pay taxes on it, legally you are going to have to try and find a 
way, or in a gray area, or in violation of at least the spirit if not 
the letter of the law. 

So if you had a recommendation to Congress to address this issue 
and prevent future — no matter how you feel about this particular 
case or not — what would you recommend that Congress do to try 
to make sure that there is adequate taxation and a disincentive for 
this kind of activity that this Subcommittee has investigated on nu- 
merous cases? Could both of you give us a response? Either one 
first, I do not care. 

Mr. Avi-Yonah. If we cut the corporate tax rates to 20 to 25 per- 
cent, we could apply it to all of the overseas profits of U.S. multi- 
nationals without putting them at a significant competitive dis- 
advantage because that is the same rate that our 

Senator McCain. And that would be sufficient incentive, you 
think, for them to bring that home, a 20-percent rate, roughly? 

Mr. Avi-Yonah. I think so, yes. 

Senator McCain. Thank you very much. Professor. 

Senator Levin. Thank you. Senator McCain. 

Mr. Wells. My main point is when we talk about repatriation, 
tax rates, and whatever, I think the public may have a different 
point of view. Senator McCain, whether or not the profits are really 
U.S. origin profits that have migrated away and are circling back, 
or if they really are profits that are functionally created and attrib- 
utable to activities that occur outside the United States. I think 
that before you look at any reform. Section 482 needs to be abso- 
lutely clear that you cannot just designate an entrepreneur to just 
take the profits of an multinational corporation (MNC). We need to 
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have rules that say that the profits are going to be scored in the 
right jurisdiction economically first. And then what we do with for- 
eign income after that will be a next question. 

But I do not think that the public would be excited or happy 
about having profits end up as foreign income that are truly U.S. 
origin profits and get a different tax rate than what the general 
American has to pay for the taxes that they really are having to 
pay based on their wages earned in the United States. I think Sec- 
tion 482 is the first place that we need to make very sure is pro- 
tected. 

Senator McCain. OK. Thank you. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you, Senator McCain. Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman. 

Professor Wells, my information is that Caterpillar sells roughly 
70 percent of its total sales overseas and claims roughly 70 percent 
of its profits overseas. Is that pretty accurate? 

Mr. Wells. That sounds pretty accurate. 

Senator Johnson. And, of course, transfer pricing allocation of 
profits is a pretty complex process, correct? 

Mr. Wells. Not when you get the facts in front of you. When you 
get the question of excessive profitability related to spare parts, 
you then have to go through a complicated question of factually de- 
termining, Senator Johnson 

Senator Johnson. OK, and I got that from your testimony. So let 
me just ask a little bit — you have done an awful lot of practicing 
in tax law with large multinational corporations, I imagine. Talk 
to me a little bit about how the IRS works with a large multi- 
national company like Caterpillar. What is that relationship like? 

Mr. Wells. That is likely to be a better question for your next 
panelists. I have no specific information on how the Caterpillar 
audit worked. 

Senator Johnson. My understanding is Caterpillar in this case 
probably has about 12 full-time IRS agents auditing them — does 
that sound reasonable to you? Is that your understanding of it? 

Mr. Wells. It could be. That sounds reasonable and consistent 
with my experience. 

Senator Johnson. I would think if you have full-time IRS agents, 
that is my experience as well — looking at your tax returns, poring 
over it, talking to tax managers in that business about how they 
are working to comply with the laws, that is a pretty ongoing moni- 
toring and ongoing thorough investigation of the tax situation. 

Mr. Wells. But, generally, the process at an audit level is 
through an information disclosure request (IDR), where a question 
is asked and answered. Subpoena power is very little used in an 
IRS and it — like the subpoena process used by this Subcommittee. 
So that when you ask for all documents, I want to know what are 
the relevant documents other than just the specific statement you 
want me to know, that is oftentimes not given over to the IRS. 

And so when cases go to trial or get docketed for trial, there may 
well be a complete set of documents handed over. But the IRS at 
the audit level typically will just be asking questions and will not 
be given all of the responsive documents or the emails or the inter- 
nal documents or the internal 
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Senator Johnson. My experience with the IRS is they are pretty 
detailed, and they ask a lot of pretty good questions, and they re- 
quire you to provide an awful lot of documentation on how you fill 
out your tax returns and how you reported income. 

Let us assume that Congress can address this situation and 
write a law to address what Caterpillar is doing here. With 70 per- 
cent of Caterpillar’s sales going overseas, what could Caterpillar do 
functionally to make sure that even if we change the law, the eco- 
nomically earned profits are actually earned overseas so they can 
take advantage of certainly lower tax jurisdictions than what we 
find here in the United States right now? 

Mr. Wells. Yes, that is an excellent question. 

Senator Johnson. They could move operations overseas, couldn’t 
they? They could start manufacturing overseas. 

Mr. Wells. Yes. 

Senator Johnson. Which probably, if we do this, would be ex- 
actly what large corporations like Caterpillar would do. They would 
stop manufacturing in the United States, and they would start 
manufacturing overseas so that they are matching their economic 
activity with their actual sales overseas. 

Mr. Wells. Well, if what you are asking 

Senator Johnson. How would that benefit the United States? 

Mr. Wells. If what you are asking is we want taxpayers to re- 
port their taxes consistent with the economic truth, then that is a 
worthy goal. If Congress wanted to promote in subsidies and some 
other way, then that is fine. But what we should not have. Senator 
Johnson, is have average Americans report on their tax returns 
taxes that they economically believe are due here. But sophisti- 
cated taxpayers are able to, through complex transactions ignore 
that truth. 

Senator Johnson. Through laws that Congress passes to 
incentivize manufacturers to stay here in the United States, pro- 
vide jobs here, and yet export overseas. So then when you have a 
company like Caterpillar actually doing that, manufacturing here, 
exporting product overseas, now we are going to do a thorough in- 
vestigation, as opposed to have this adjudicated in a tax court with 
tax law, we are going to hold a trial here against a company that 
is manufacturing and exporting, which is what everybody here, all 
these politicians here in Washington want us to do. I mean, does 
that sound just a little crazy to you? 

Mr. Wells. It does not sound crazy to me if your goal is to know 
what the current reality is so that your laws for the Nation actu- 
ally describe the truth, and so 

Senator Johnson. So we can change that law, we can change 
that reality, and then companies like Caterpillar will start manu- 
facturing overseas. Does that make any sense to you at all? 

Mr. Wells. I believe that Caterpillar, if they are benefiting from 
the U.S. economy, should avoid paying their fair share of taxes re- 
lated — 

Senator Johnson. They are paying 29 percent effective rate, are 
they not 

Mr. Wells [continuing]. To their profits here, and allocating 
profits to a subsidiary that did not economically perform those 
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functions or create the residual profits; that is not an appropriate 
answer. 

Senator Johnson. So it is true that Caterpillar pays an effective 
tax rate of 29 percent, correct? 

Mr. Wells. That is correct. 

Senator Johnson. In multinationals, that is a pretty high effec- 
tive tax rate, correct? 

Mr. Wells. Depending on who your benchmarking against, 
but 

Senator Johnson. I mean we 

Mr. Wells. But if all of the functions that create the residual 
profits are in the United States, then I think it is not a high tax 
rate under current law. If what you are asking me. Senator John- 
son, is should we reduce the corporate tax rate from 35 to 25, I 
think that is a fine suggestion. But whatever the tax rate is, we 
should not just say I can skim the rate down 

Senator Johnson. Well, no. You talked about fair share, and I 
am just saying when you have a corporation, a multinational pay- 
ing 29 percent effective rate, I think that is generally — relative to 
other multinationals, that is a pretty high effective tax rate. I 
would be literally talking to my tax manager and going, “What are 
you potentially doing wrong here?” 

Let me just quickly ask the differentiation between tax avoidance 
and tax evasion. 

Mr. Avi-Yonah. So tax evasion is illegal and tax avoidance is 
legal. Neither of us I think would say that what was done here was 
tax evasion. This was tax avoidance. The question is whether it 
complies with the law. 

Senator Johnson. But I think you both said that what Cater- 
pillar was doing was probably illegal and that the IRS should chal- 
lenge it. 

Mr. Avi-Yonah. Well, I think that the IRS should challenge it, 
and I think that a court would hold that it violated the economic 
substance doctrine, which would still make it tax avoidance and 
not tax evasion. 

Senator Johnson. So, again, that is my final point. If Caterpillar 
is doing something wrong, the proper venue would be a court of 
law, tax court, and have the IRS adjudicate this thing, not Con- 
gress. Thank you. 

Senator Levin. Thank you. Senator Johnson. 

Let us have a second round. Professor Wells, I think your main 
point here is that if Caterpillar has 57 or 54 manufacturing facili- 
ties here and its economic functions are principally carried out 
here, that it should not pretend that it is in Switzerland. Is that 
basically right? 

Mr. Wells. That is exactly right, and that in order to have the 
confidence that our laws are working correctly, what we should say 
is that you cannot just nominate a Swiss tax entrepreneur. The re- 
sidual profits, if it is billions of dollars, and there is only a couple 
of million dollars in SG&A costs in that entity, if it is far in excess 
of what function it is actually performing, that is problematic. 

Senator Levin. Now, you have made reference to what you 
called, I think, “CACO.” I think they describe “C-ACO,” so I am 
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going to keep calling it “C-ACO.” Maybe the Caterpillar folks can 
give us the correct way to pronounce that acronym. 

But at any rate, in 1999, Caterpillar, as we indicated, hired 
Pricewaterhouse to review its business operations to reduce its 
taxes. And they, at that time, claimed that it identified that 
CSARL has certain marketing intangibles that were so valuable 
that they justified dramatically increasing the portion of non-U. S. 
profits sent to Switzerland, and you have discussed that is not the 
case in your judgment. And I have indicated that in my judgment, 
and I think our report makes it clear, that your judgment is indeed 
the correct one. 

But here is my question. In 2001, Caterpillar decided to transfer 
the same type of marketing intangibles from CACO to CSARL, and 
then Pricewaterhouse, found that those same marketing intangi- 
bles had little value. Here is what they said in 2001 relative to the 
same type of a transfer. They described the intangibles being trans- 
ferred now to CSARL from CACO as existing contracts with deal- 
ers; training programs; order tracking software, which was origi- 
nally developed by Caterpillar U.S.; written sets of procedures and 
manuals, which were originally developed by Caterpillar U.S.; mar- 
keting brochures and a Web site, both of which were originally de- 
veloped by Caterpillar U.S.; any other marketing-related intangi- 
bles such as customer and dealer lists; goodwill and going-concern. 

They found that particular marketing company, which was doing 
the same kind of marketing as CSARL, dealing with customers, 
dealing with the dealers, they found that those CSARL-like mar- 
keting intangibles were routine. Have you seen that exhibit, by the 
way? 

Mr. Wells. Yes, I have seen the exhibit, and I have it in front 
of me. 

Senator Levin. All right. I think it is Exhibit 13. lA^ Is that cor- 
rect? 

Mr. Wells. Yes, it is Exhibit 13. 

Senator Levin. All right. Now, they also said that these intangi- 
bles are common to most distribution and marketing companies, 
they only had limited economic life, easily reproduced, had little or 
no value on a stand-alone basis. 

Now, are those positions reconcilable? 

Mr. Wells. No, they are not reconcilable. And PwC, I think, in 
a subsequent email on page 92 of your Report, they, after the fact, 
tell you that it is not reconcilable, where they say, caveat, that in 
2001 we said in another transaction there is no significant mar- 
keting intangibles. So even after they were maintaining that mar- 
keting intangibles magically or newly discovered intangibles were 
found, they recognized that making that argument, it was incon- 
sistent and continues to be inconsistent with the CACO trans- 
action, Senator Levin. 

And what I want to make sure that you and Senator McCain un- 
derstand, that as to the CACO transaction. Section 367(d) gives a 
continuing, ongoing obligation every year for the next 20 years 
after that transaction to true it up. 


^See Exhibit No. 13, which appears in the Appendix on page 374. 



21 


Senator Levin. Now, there is another issue which has been re- 
ferred to briefly, but I want to go into it, and that has to do with 
what was done from 1992 to 1998, which was to assign a routine 
profit to the divisions that performed routine business services and 
to assign the larger residual profit, called the “entrepreneurial 
profit,” to the divisions that contributed directly to the creation of 
those residual profits. 

According to Caterpillar’s internal management books. Cater- 
pillar treated CSARL’s predecessor, COSA, as a routine parts dis- 
tributor and gave it only a routine share of non-U. S. parts profits 
in the range of 15 percent. That is before this transaction. But now 
after the transaction, after the CSARL transaction. Caterpillar 
maintained the same practice. On their internal management 
books to determine bonuses, CSARL continued to receive credit 
only for the type of routine profits allocated to a parts distributor, 
about 15 percent. 

So when it comes to paying income tax. Caterpillar reports to 
Uncle Sam that CSARL received about 85 percent of the profits for 
the parts business, but when it comes to bonuses, internal financial 
practices, that was not the case. 

Now, let me ask you both, does the fact that the accountable 
profits for bonus purposes did not change affect — it would affect, I 
guess, anybody — as to which Caterpillar business functions created 
value and profit in the non-U. S. parts business? 

Mr. Avi-Yonah. It seems to me that is the most important indi- 
cator because that is what shows internally what the company val- 
ued it at, and I think that the IRS should look at these kind of 
compensation-related factors as a very important way to measure 
what the true profit assignable to each of their related companies 
is. 

Senator Levin. Professor Wells. 

Mr. Wells. Yes, we are getting to the same question. Senator 
Levin, and a court will use a number of data points to determine 
what are the real functions and what will it take for — what con- 
tribution of those functions to the overall profits. And so that would 
be another important data point. 

Senator Levin. OK. My time is up. 

Senator McCain. [Sen. McCain nodded that he had no questions 
at this time.] 

Senator Levin. All right. One of the common reasons that is of- 
fered for shifting profits under a licensing agreement to an offshore 
subsidiary in a tax haven is a claim by the U.S. parent that it also 
shifted the business risks to its offshore affiliate. The U.S. parent 
asserts, could assert that because the risk has been transferred, 
the offshore affiliate is entitled to the lion’s share of the business 
profits. But here, using that line of reasoning. Caterpillar has 
claimed that CSARL now has the risk for the parts business be- 
cause it “owns the inventory.” But Caterpillar also issues a consoli- 
dated financial statement that includes all of CSARL’s financial re- 
sults, which seems to me to indicate that Caterpillar retains the 
risk for the business. If something happens to that inventory. Cat- 
erpillar bears the risk, not just CSARL. 

So let me ask you both for your analysis on this point. Was the 
business risk really transferred to CSARL? Professor Avi-Yonah. 
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Mr. Avi-Yonah. I do not think you can transfer this kind of busi- 
ness risk. I mean, the risk to the parts business is the risk to the 
overall Caterpillar business. They build machines that only take 
these parts. To the extent that there is a risk to the parts business, 
it is a risk to the machines business, which is still centered in Cat- 
erpillar U.S. So there is no specific risk here that can be trans- 
ferred. It is not like a situation where you develop an intangible 
and the research may succeed or may not succeed and you are put- 
ting that risk offshore. In this case, there was no risk independent 
of the risk of the entire business, and that remains in the United 
States. 

Mr. Wells. Senator Levin, they shifted the risk until they did 
not. You remember the virtual inventory in your opening state- 
ment? I think it said it was, well, we want to claim that one com- 
pany is the sole owner except when the part is needed somewhere 
else, and then it is assigned over back and forth. Over 10 percent 
of the parts shift seamlessly back and forth. 

So the course and conduct of the parties would be necessary to 
look to. So, I think I would answer you in two parts. One, when 
you say I have the risk of the parts, but the parts are managed and 
controlled by Caterpillar Inc., and whenever Caterpillar Inc. wants 
to use the part for any other purpose, they can, and it seamlessly 
shifts back and forth, I think it takes away that defined, immediate 
ownership. Point No. 1. 

The second point I would argue is that even if there is a routine 
profit for being an entrepreneur, the value here has nothing to do 
with that entrepreneur function. It has to do with the business sys- 
tem. It has to do with what the independent dealers created, the 
logistics capability, the manufacturing, and the spare parts that 
are specially designed to work in equipment and are being sold and 
can get to that customer at a moment when there is an urgent 
need by the customer to pay for those parts. It is that business sys- 
tem that was created by Caterpillar Inc. that explains the residual 
profits. That is the intangible that needs to be valued. 

So if CSARL deserves some entrepreneur profit for speculating in 
spare parts, strip out the proprietary aspect of the spare parts; 
strip out the logistics residual profits related to the sophisticated 
logistical exercise and the algorithms and all the rest; strip out 
those to the appropriate functions, and allocate the profits to the 
functions that create those aspects of the residual value. And when 
you do, you will find that there is very little left for CSARL other 
than what Pricewaterhouse said in their CACO report that there 
is nothing other than a routine function that CACO performs com- 
pared to everything else that is building this mousetrap. 

Senator Levin. If the value of the CACO transfer was treated the 
same as CSARL’s intangibles were, as claimed by Pricewaterhouse, 
doesn’t that create a huge tax liability? In other words, if they were 
treated the same way, the CACO transfer, in terms of intangibles, 
don’t you have a situation then where you have an ongoing tax li- 
ability for CACO and that means for America? 

Mr. Wells. Yes, that is true. And the point that Congress dealt 
with when they enacted Section 367(d) is that if marketing intangi- 
bles do leave the U.S. taxpayer, the U.S. taxpayer needs to be paid 
a royalty commensurate with the income created from that mar- 
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keting intangible. So as the company says that we have found this 
newly discovered value, then the royalty would have to be upticked 
by a commensurate amount. 

Senator Levin. And I guess I would restate the question a little 
bit more clearly, by the way. If their analysis of the value of those 
intangibles carried the day when they discovered those intangibles 
in CSARL, well, now when CACO transfers those same intangibles, 
and if the same valuation method is used, then that would be a 
major transfer, would it not? 

Mr. Wells. It would. 

Senator Levin. And then would that not have an on going tax 
impact to Caterpillar because CACO is in the United States? 

Mr. Wells. That is true. And what is also true. Senator Levin, 
is we would also have to ask the question, these newly discovered 
intangibles, did they come from a U.S. company in another trans- 
action? Did they matriculate over to CSARL? And if so, then there 
needs to be a super royalty for those as well. 

Senator Levin. All right. Would you agree with that? 

Mr. Avi-Yonah. Yes. 

Senator Levin. OK. Just my last question, and this has to do 
with the question that PwC, as Caterpillar’s tax consultant, pro- 
posed, designed, and implemented this tax strategy that led to the 
formation we have just described. Now, at the same time, 
Pricewaterhouse performs two functions; in other words, it is Cat- 
erpillar’s independent auditor, but it is also its tax consultant, ad- 
vising on Swiss tax strategy. So one of the auditors responsible for 
advising on tax issues, on the audit, at the same time spent about 
a third of his time working with his tax consultant colleagues on 
the Swiss tax strategy. 

So during this several-year period. Caterpillar paid PwC’s tax 
consulting service over $80 million, including more than $55 mil- 
lion for the Caterpillar Swiss tax strategy, while paying PwC’s au- 
diting service more than $200 million. 

Now, when an independent auditor approves the tax strategy 
proposed by its own colleagues, it creates an appearance of a con- 
flict of interest, and I want to be clear that Sarbanes-Oxley permits 
an accounting firm to provide tax consulting service while acting as 
a company’s auditor if the company’s board of directors gives its ap- 
proval. And I want to be clear that the Caterpillar Board of Direc- 
tors provided that approval. So there is no suggestion here that 
there was any violation of Sarbanes-Oxley. That is not my ques- 
tion. 

The question is: Should that be allowed? Because I think that is 
something we can perhaps get some expert testimony from you on 
this. Should a board of directors approve this kind of arrangement? 
They did, and I am not suggesting a violation of Sarbanes-Oxley, 
because they did approve it. But I just want to spend 1 minute be- 
fore we turn to our next panel on this subject, because this goes 
to whether or not we should change the law in this regard. Pro- 
fessor Avi-Yonah. 

Mr. Avi-Yonah. I think we should. I do not think this should be 
allowed. I think there is an inherent apparent conflict of interest 
when the independent auditor is also the person that is devising 
the tax strategy that the independent auditor is supposed to pass 
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on. And under our new FIN 48 and its successor rules, there has 
to be an opinion that a tax strategy is more likely than not to suc- 
ceed in order not to take a reserve on the financials, and when it 
is the same person doing both, then obviously you would reach that 
level more easily than when it is an independent person evaluating 
it. So I think we should change the law to make this kind of situa- 
tion impossible. 

Senator Levin. Professor Wells. 

Mr. Wells. I do not disagree with that, but I do want to say 
that, again, under current law, I think that Pricewaterhouse and 
Caterpillar, from what I have seen, did everything they needed to 
do to appropriately inform their board to get the appropriate per- 
mission. 

Senator Levin. Right. 

Mr. Wells. So I want to make clear that 

Senator Levin. I made it clear in my question. 

Mr. Wells. You did, and I just want to make it clear in my re- 
sponse that I do not think under current law there was any ethical 
or legal violation of Sarbanes-Oxley. I think that looking at having 
more silos between the person that is proposing tax strategies and 
the independent auditor is a fine thing to think through and per- 
haps needs to be recommended. 

Senator Levin. All right. And, again, I think it was clear that we 
were not suggesting otherwise. 

We had a picture up there of a mining truck where the parts 
profits go to Switzerland but that is about the only relationship 
that Switzerland had, the profits. There was no manufacturer of 
anything other than, LJnited States, and it was sold in Canada, this 
mining equipment. So the question is whether or not you can as- 
sign income that way. Is there not a judicial doctrine that prohibits 
an inequitable distribution of profits that results from a taxpayer 
separating the fruit, or the income, as I think Professor Wells 
talked about, from the tree on which it grew? Can you explain how 
an assignment of income doctrine might apply to the facts in this 
case study? 

Mr. Avi-Yonah. So if you think of the sale of a part as something 
that is inextricably related to the sale of the machine that the 
parts fit into — and this is the way that both the company and 
PricewaterhouseCoopers described it, both in the board discussion 
where it discusses it as an annuity that flows out of the sale of the 
machine, in the seed-grow-harvest model that Professor Wells al- 
luded to, in the PwC transfer price interpretation, the parts are al- 
ways linked to the sale of the machines. If that is the case — and 
I think the IRS can make a good argument and a court may well 
accept an argument that the profit from the sale of the parts is in- 
extricably linked to the profit from the sale of machines, and if that 
is the case, if the sale of the machines continues to be — the ma- 
chines continue to be made in the United States and exported from 
the United States, the profit from the sale of the parts should go 
with the machine, including in the case of these mining trucks. 

Senator Levin. Professor Wells, do you have anything more to 
add on that? 

Mr. Wells. Other than I agree with the statement that Professor 
Avi-Yonah said. 
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Senator Levin. Thank you. You are excused. We will move to our 
second panel. 

We will now call our second panel of witnesses for today’s hear- 
ing: Thomas F. Quinn, a tax partner at PricewaterhouseCoopers in 
Chicago, Illinois; Steven Williams, a managing director at Price- 
waterhouseCoopers in McLean, Virginia; and James Bowers, a tax 
partner at PricewaterhouseCoopers in Dallas, Texas. We appreciate 
all of you being with us today. We look forward to your testimony, 
and I think as you have heard, pursuant to Rule 6, all witnesses 
who testify before the Subcommittee are required to be sworn. I 
would ask that you now just stand and raise your right hands. 

Do you swear that the testimony you are about to give before the 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Mr. Quinn. I do. 

Mr. Bowers. I do. 

Mr. Williams. I do. 

Senator Levin. Thank you. 

We will be using the timing system today, which means that 
about a minute before the red lights comes on, you will see a light 
change from green to yellow. That will give you an opportunity to 
conclude your remarks. Your written testimony, of course, will be 
printed in the record in its entirety, and we would ask that your 
oral testimony be-^ minutes less. 

And understand, Mr. Quinn, that you are going to be presenting 
the PricewaterhouseCoopers statement, so please proceed, with our 
thanks for being here today. 

TESTIMONY OF THOMAS F. QUINN, i TAX PARTNER, PRICE- 
WATERHOUSECOOPERS LLP, CHICAGO, ILLINOIS; ACCOM- 
PANIED BY JAMES G. BOWERS, TAX PARTNER, 

PRICEWATERHOUSECOOPERS LLP, DALLAS, TEXAS; AND 

STEVEN R. WILLIAMS, MANAGING DIRECTOR, 

PRICEWATERHOUSECOOPERS, LLP, MCLEAN, VIRGINIA 

Mr. Quinn. Thank you. Good morning. Chairman Levin, Ranking 
Member McCain, and Members of the Subcommittee. I am going to 
make some brief oral remarks, but I will ask that my written state- 
ment be placed in the record. 

Senator Levin. And it will. 

Mr. Quinn. My name is Thomas Quinn. I am a Certified Public 
Accountant (CPA) and a partner at PricewaterhouseCoopers. I 
began my career with PwC in 1984 and have been advising compa- 
nies with respect to their Federal income tax obligations for over 
30 years. I am joined by James Bowers, who also is a CPA and a 
partner in PwC’s tax practice. Having joined PwC in 1976, Mr. 
Bowers has been advising clients with respect to their tax obliga- 
tions for over 37 years. I am also joined by Steven Williams, a 
managing director with PwC. Mr. Williams is an economist and 
holds a master’s degree with a concentration in international eco- 
nomics. He has been with PwC since 1982 and has specialized in 
transfer pricing for 28 years. 


^The prepared statement of Mr. Quinn appears in the Appendix on page 116. 
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I understand that today’s hearing relates to the tax implications 
of a business reorganization that Caterpillar Inc. began almost 15 
years ago. I was one of the PwC partners who provided tax advice 
to Caterpillar and its outside law firm, McDermott Will & Emery, 
in connection with that matter. Mr. Bowers is a tax partner who 
assisted PwC’s audit team with its audit of the tax aspects of Cat- 
erpillar’s financial statements. And Mr. Williams provided Cater- 
pillar with assistance regarding transfer pricing rules. 

At the outset, let me say on behalf of PwC that we recognize both 
the longstanding interest of this Subcommittee in corporate tax 
issues and the importance of those issues. In that spirit, PwC has 
cooperated fully with the Subcommittee throughout this inquiry 
and has willingly accepted your invitation to testify here this morn- 
ing. 

Before addressing our engagement with Caterpillar, allow me to 
provide an overview of PwC’s tax practice. PwC is the leading pro- 
vider of tax services worldwide in terms of both the size and scope 
of our tax practice and, we believe, in terms of our reputation. We 
strive to combine our specialized tax knowledge in national and 
local jurisdictions with a deep understanding of our clients’ busi- 
ness and economic environments in order to assist them with their 
tax compliance obligations across the globe. 

In working with multinational businesses, we routinely evaluate 
issues of international taxation, which can be particularly complex. 

Caterpillar is one of the world’s largest manufacturers of con- 
struction and mining equipment, diesel and natural gas engines, 
and industrial gas turbines. Caterpillar and its subsidiaries sell 
more than 300 different types of products to customers in 180 coun- 
tries from facilities on six continents. 

Caterpillar and its subsidiaries sell both machines as well as re- 
placement parts for those machines. Machine sales lead to parts 
sales, and parts sales support and encourage machine sales. There 
is no separate parts business. It is an integrated activity organized 
around Caterpillar’s product groups, and it is designed to maximize 
both value to its customers and Caterpillar’s profitability. 

Demand for replacement parts is derived from the independent 
dealer network and the field population of machines. That demand 
is then fulfilled through its logistics organization. 

Caterpillar’s business has been expanding throughout the world 
to meet increasing global demand. In the late 1990s, sales outside 
the United States accounted for more than 50 percent of consoli- 
dated sales. Today more than 65 percent of sales are outside of the 
United States. To meet that demand. Caterpillar has established 
subsidiaries outside the United States to market its products and 
provide product support abroad. 

Caterpillar also has expanded subsidiary manufacturing facilities 
worldwide to meet global demand for its products. Today the Cater- 
pillar Group manufactures products in more than 20 countries. In 
short. Caterpillar has transformed itself from a U.S. -based manu- 
facturer of machines and parts for sale to U.S. dealers into a global 
manufacturer of products and parts for dealers around the world. 

In 1998, as the globalization of Caterpillar’s business continued 
to evolve. Caterpillar engaged McDermott and PwC to advise the 
company with respect to its international tax position. To develop 
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our advice, PwC tax professionals first engaged in an extensive 
study of Caterpillar’s organization and its global operating foot- 
print, spending considerable time at Caterpillar’s operating facili- 
ties all over the world. We observed that this business organization 
as it existed in 1998 failed to capture the evolution of the true eco- 
nomics of the business and subjected to current U.S. income tax- 
ation income earned from the sale of products to foreign customers 
largely as a result of the Subpart F rules. 

Working with Caterpillar’s operations group, its tax department, 
and McDermott, we analyzed alternatives that would better align 
the true economics of the business with Caterpillar’s operations 
and positively affect its global effective income tax rate. 

After reviewing the information provided by McDermott and 
PwC, and in light of the evolution of its global operating footprint. 
Caterpillar decided to undertake a significant reorganization of its 
foreign operations. 

Considering the growth of its foreign operations. Caterpillar de- 
termined that it made business sense to centralize within one com- 
pany the manufacture and distribution of products outside of the 
United States. Through Caterpillar Overseas, Caterpillar already 
had a substantial business presence in Switzerland, with hundreds 
of personnel based in a multi-story facility in Geneva, including a 
number of key corporate executives. 

Beginning in 1999, Caterpillar Overseas transferred its assets 
and its operations to Caterpillar SARD, a company based in Swit- 
zerland. Over the next few years. Caterpillar SARD took over oper- 
ations across the globe to handle sales of machines and parts out- 
side of the United States. Caterpillar Inc. continued to handle sales 
of parts and machines in the United States. 

From its outset. Caterpillar SARD carried the business and mar- 
ket risks and received the profits or losses from being the owner 
and seller of the machines and purchased finished replacement 
parts (PFRPs), in the international markets. Caterpillar SARD pur- 
chased finished parts directly from third-party suppliers and sold 
finished parts directly to third-party dealers. Because the sales no 
longer involved a related-party transaction between Caterpillar and 
its foreign affiliates, or between foreign affiliates themselves, they 
were subject to the fundamental U.S. tax rule that foreign business 
income is not taxed until the income is remitted to Caterpillar in 
the United States. The reorganization culminated in changes to 
roles and responsibilities, had significant operating, legal, and eco- 
nomic effects, and resulted in significant tax savings. 

After the global business reorganization. Caterpillar Inc.’s role 
included acting as a service provider for certain purchases made by 
Caterpillar SARD in exchange for a service fee. Caterpillar also li- 
censed its rights to Caterpillar SARD to make machines, to pur- 
chase and distribute replacement parts, and to use Caterpillar 
technology and trademarks on those products for sale outside the 
United States in exchange for a license fee. 

Because Caterpillar and Caterpillar SARD were related compa- 
nies, these payments were subject to IRS transfer pricing rules. 
PwC tested these prices annually, not only under the Best Method, 
as required by U.S. law, but also under each of the other relevant 
transfer pricing methods prescribed by the Treasury regulations. 
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Each analysis supported the arm’s-length nature of Caterpillar’s re- 
lated-party pricing. 

In addition to providing these tax services, PwC has also been 
auditing Caterpillar’s financial statements for many years. We 
have been asked to address the applicable auditor independence 
rules. 

The delivery of tax consulting services to audit clients subject to 
applicable safeguards has long been permitted by the rules of the 
Securities and Exchange Commission (SEC), the Public Company 
Accounting Oversight Board (PCAOB), and the American Institute 
of Certfified Public Accountants (AICPA). PwC’s tax and audit 
services to Caterpillar complied with these independence stand- 
ards. PwC assessed its independence on a quarterly and yearly 
basis and disclosed to Caterpillar’s Audit Committee any relation- 
ship that bore on our independence. PwC’s provision of tax services 
to Caterpillar as our audit client was entirely appropriate. 

Chairman Levin and Members of the Subcommittee, thank you 
again for this opportunity to testify about PwC’s tax services with 
respect to Caterpillar. We firmly believed then, and firmly believe 
today, that the tax services we provided and the positions that Cat- 
erpillar took in that regard complied with the law and were en- 
tirely appropriate. Likewise, we believe that our tax and audit en- 
gagements satisfied both the letter and the spirit of the independ- 
ence rules that govern our practice. 

We would be happy to answer any questions you have. 

Senator Levin. Thank you very much, Mr. Quinn. We under- 
stand you are giving the statement for all three. Is that correct? 

Mr. Quinn. That is correct. 

Senator Levin. All right. Thank you so much, and thank you 
again for being here and your cooperation with our Subcommittee. 

Mr. Quinn, I gather you were the lead partner for PwC tax con- 
sulting. Did Mr. Williams report to you at that time? 

Mr. Quinn. That is correct. 

Senator Levin. And Mr. Bowers was in the auditing shop. Is that 
correct? 

Mr. Quinn. Mr. Bowers is a tax partner who assisted the audit 
practice with their audit of the financial statements of Caterpillar. 

Senator Levin. OK. And the key contacts in Caterpillar for you 
were the people in the company’s Tax Department. Is that correct? 

Mr. Quinn. In part. Senator, that is true. We also had significant 
contact with individuals in the Operations Department of Cater- 
pillar. The tax strategy that was developed was dependent very 
much on the understanding of the operations of the business, and 
contact with them was critical. 

Senator Levin. OK. Now, prior to the tax consulting engagement. 
Caterpillar had been reporting most of the income from the sale of 
its replacement parts outside of the United States on its U.S. tax 
return. Is that correct? 

Mr. Quinn. That is correct. 

Senator Levin. And that is when it sold parts to Caterpillar’s 
non-U. S. dealers. Is that correct? 

Mr. Quinn. Yes. 
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Senator Levin. And so 85 percent or more of its non-U. S. parts 
sales income was included on Caterpillar’s U.S. tax return. Is that 
correct? 

Mr. Quinn. That is correct. 

Senator Levin. After Caterpillar executed the CSARL trans- 
action, starting in 1999, is it correct that Caterpillar basically re- 
versed those percentages and allocated 15 percent or less of the 
non-U. S. parts income to itself in the United States and 85 percent 
or more to CSARL in Switzerland, which had an effective tax rate 
of somewhere between 4 and 6 percent? Is that correct? 

Mr. Quinn. That is correct. In terms of the arrangement that 
Caterpillar had with respect to its relationship with Caterpillar 
SARL, it was, in fact, a business arrangement that included a li- 
cense for more than just the parts activities themselves, but it in- 
cluded the entire business activities undertaken by Caterpillar 
SARL, which included their manufacturing machines in France and 
Belgium as well. 

Senator Levin. All right. But the basic, in terms of the profits 
on the parts themselves, there was a shift between 85/15 to basi- 
cally 15 and 85. Is that correct? Just looking at the parts. 

Mr. Quinn. Yes, that is correct. 

Senator Levin. OK. Now, if you would take a look at Exhibit 7.^ 

[Pause.] 

Mr. Quinn. OK. Yes, I have that. Senator. 

Senator Levin. All right. Well, before we get to the fact that you 
were hired in 1998 by Caterpillar through its tax advisor, 
McDermott Will & Emery, to review Caterpillar’s operations and to 
recommend ways to lower Caterpillar’s overall tax payments — is 
that correct, by the way? 

Mr. Quinn. Yes, that is correct. 

Senator Levin. OK. Is it not true that PwC had an ongoing pro- 
gram called Global Tax Optimization Program (GTOP), to reduce 
corporate taxes? Is that true? 

Mr. Quinn. Yes, correct. 

Senator Levin. And PwC approached a number of U.S. corpora- 
tions to talk to them about a GTOP program. Is that correct? 

Mr. Quinn. That is correct. 

Senator Levin. So that your tax strategy — the Caterpillar tax 
strategy was a result of a PwC GTOP effort. Is that correct? 

Mr. Quinn. If I could 

Senator Levin. It followed that presentation. 

Mr. Quinn. It followed that presentation, yes. 

Senator Levin. All right. Now, the tax consultants, PwC, con- 
ducted a review of Caterpillar’s operations and in 1998 gave Cater- 
pillar a list of 49 possible ways to lower its taxes, one of which was 
the Swiss tax strategy that involved assigning non-U. S. parts prof- 
its to a Swiss affiliate, and that is Exhibit 7. Is that correct? 

Mr. Quinn. This Exhibit 7 is from that report and is part of that 
original investigation, yes. 

Senator Levin. OK. And was this the strategy that was adopted 
finally? 

Mr. Quinn. In very simplified form, yes. 


^See Exhibit No. 7, which appears in the Appendix on page 343. 
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Senator Levin. All right. Now, if you will take a look at the top 
of that exhibit, this is labeled 4618 at the bottom — the purpose was 
to get CAT Inc. out of chain. That is the top headline: “Recharac- 
terize Marketing Company Income to Achieve U.S. Tax Deferral.” 
Do you read that line? 

Mr. Quinn. Yes. 

Senator Levin. That was its purpose. Right? 

Mr. Quinn. Yes, that is correct. 

Senator Levin. OK. And the description of the idea was to, “Re- 
move Caterpillar Inc. from the chain of title passage for purchased 
finished parts (from U.S. or foreign sources) sold to foreign market- 
ers. The foreign marketers would then buy from and sell to unre- 
lated parties.” 

So this was the description of the idea, your own description. 

Mr. Quinn. Yes, correct. This is a PwC document. 

Senator Levin. That is correct, to “Remove . . . from the chain 
of title ... for purchased . . . parts.” 

The benefits: “Eliminates subpart F character of foreign market- 
ers profits on purchased finished parts sales.” And, “Relatively sim- 
ple re-invoicing requirements.” Do you read those words there? 

Mr. Quinn. I do. 

Senator Levin. Did I read those correctly. 

Mr. Quinn. I would also reflect on those. Senator, that in light 
of — this was done at the beginning of the project in terms of pro- 
viding ideas in response to Caterpillar’s Tax Department with re- 
spect to our investigation. 

Senator Levin. Right. 

Mr. Quinn. I could tell you, reading these words, “Relatively sim- 
ple re-invoicing requirements,” that following the implementation 
of this, those relatively simple re-invoicing requirements took prob- 
ably 3 to 4 years of very difficult work by Caterpillar’s systems 
team in order to implement. 

Senator Levin. All right. Well, we will also get to the implemen- 
tation in a minute. 

From 1999 to 2004, PwC was paid about, what, $55 million to 
implement this tax strategy? Is that correct? 

Mr. Quinn. That is correct. 

Senator Levin. Now, is it fair to say that you and Mr. Williams 
helped design and implement this strategy from the very beginning 
in 1999 and that Mr. Bowers worked at the same time that he pro- 
vided tax advice to the audit team, he was working with you? Is 
that correct? 

Mr. Bowers. That is correct. Senator. 

Senator Levin. And, Mr. Quinn, were you the lead partner for 
PwC tax consulting services on this matter? 

Mr. Quinn. Yes, I was. 

Senator Levin. And did Mr. Williams report to you? 

Mr. Quinn. Yes. 

Senator Levin. And you mentioned some of the key contacts at 
Caterpillar. Among them were Robin Reran — I am asking you, 
were they Robin Beran, the tax director; Rodney Perkins, senior 
international tax manager? 

Mr. Quinn. Yes, we had regular interaction. 
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Senator Levin. All right. My first round time is over. Senator 
Johnson. 

Senator Johnson. Thank you, Mr. Chairman. 

Mr. Quinn, in the earlier panel I was asking the professors the 
basic relationship — how does the IRS interact with a large multi- 
national corporation. I would like to expand that not to a large 
multinational corporation like Caterpillar but also to a large ac- 
counting firm like yourselves. Can you describe how the IRS inter- 
acts during the whole tax year? 

Mr. Quinn. So the IRS’ interaction at Caterpillar in particular 
during the entire year is a continuous audit exercise, as you de- 
scribed earlier. They do maintain a continuous presence onsite. 
They actively engage with Caterpillar personnel directly. We do not 
have direct interaction with the IRS, only through Caterpillar, and 
when invited in by Caterpillar to assist them in those matters. 

Senator Johnson. Was there any consulting done, as you were 
working with Caterpillar, to obviously comply with the law but po- 
tentially lower their tax burden, was there any contact with the 
IRS by either yourself or Caterpillar during that point in time? 

Mr. Quinn. No, I had no contact with the IRS. 

Senator Johnson. Do you know whether Caterpillar did? 

Mr. Quinn. I do not know that. 

Senator Johnson. You are obviously familiar with Enron and a 
firm that used to be called Arthur Andersen? 

Mr. Quinn. I am. 

Senator Johnson. Would you say most CPAs or most accounting 
firms are pretty familiar with that situation? 

Mr. Quinn. Yes. 

Senator Johnson. Would you say what happened to Arthur An- 
dersen, which no longer exists because of the Enron scandal, is 
that something that in general disciplines the accounting profes- 
sion? 

Mr. Quinn. Absolutely. I think in reflection upon those events, 
it has been — in terms of my involvement in the profession, that 
was a considerable change following that activity. 

Senator Johnson. Can you talk a little bit about tax avoidance 
versus tax evasion? 

Mr. Quinn. Sure. I think the earlier panel described that accu- 
rately, correctly: that tax evasion is illegal, tax avoidance is appro- 
priate in terms of managing your overall costs associated with your 
business, as long as it is done within the rules and regulations as 
provided by the tax authorities. 

Senator Johnson. So in light of obviously what happened to Ar- 
thur Andersen with the Enron scandal, you are preparing these 
types of documents, now they are being shown in a Senate hearing. 
Would these concern you if all of a sudden the IRS were to take 
a look at this and your interaction? Do you think this is basically 
what accountants do in working with their clients to comply with 
the tax code? 

Mr. Quinn. Yes, I do. Earlier, Senator, I think you had made a 
statement to the last panel about if you saw a tax rate of 29 per- 
cent, what would be your response to your manager of your Federal 
tax function? At the time that we started this project. Caterpillar’s 
tax rate was 35, 36 percent, effective tax rate, and that is exactly 
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what management was asking in the Caterpillar Tax Department 
and its service providers. 

Senator Johnson. That was actually the next question I was 
going to ask. How does that relate to other large multinational 
manufacturers? Well, first of all, 35, 36 percent, where is that in 
the range of effective tax rates for a multinational? 

Mr. Quinn. I would think that based upon my study in this area 
that 35, 36 would be not unusual for a manufacturing company 
which had its sales based all within the United States. When we 
take a look at those domestic companies that do not have extensive 
international operations, a tax rate between 35 and 39 percent is 
very much the rule. 

Senator Johnson. Again, that is when all your operations and all 
your sales are in the United States.? 

Mr. Quinn. Yes, correct. 

Senator Johnson. And then what happens, of course, if you are 
a multinational and you have 65 to 70 percent of your sales going 
overseas? 

Mr. Quinn. That would depend on how you would organize those 
transactions and those affairs. As was addressed, again, in the ear- 
lier panel many times those operations are subject not only to tax 
in the foreign jurisdiction, but because of the way they have been 
organized, they may be subject to U.S. tax at the same time. This 
document that we just looked at, this exhibit, is a good example of 
that, where Caterpillar did, in fact, have an extensive amount of 
international operations, but the way that the business had been 
structured, the way that the Operations Department had put in 
place the relationships it had in moving product to the inter- 
national markets created a cost which could be avoided. 

Senator Johnson. And there is nothing wrong with any taxpayer 
trying to comply with the tax code and trying to lower their tax 
burden, correct? 

Mr. Quinn. That is correct. 

Senator Johnson. Can you talk a little bit about the types of tax 
laws that have been enacted by Congress to incentivize manufac- 
turers to export product overseas? Can you just name some of the 
tax treatments that this body has actually enacted to induce that 
exact type of behavior that Caterpillar was engaged in? 

Mr. Quinn. Yes, certainly. That history goes back many years. 
Back when I first started practicing in the 1980s, the Domestic 
International Sales Corporation was promoted as an export incen- 
tive. That was succeeded by the Foreign Sales Corporation, which 
was a tremendous benefit for U.S. exporters, U.S. manufacturers, 
including Caterpillar. 

Senator Johnson. Exactly what did that do? 

Mr. Quinn. It incentivized companies to do manufacturing in the 
United States. With respect to the income that was earned on those 
transactions, it reduced their effective tax rate as much as 5 per- 
cent. So rather than paying 35 percent on that income, it would be 
closer to 30 percent. 

Senator Johnson. I had an earlier discussion with the previous 
panel that if we tried to change the tax law to try and capture 
more of the income on foreign sales, what would a large multi- 
national corporation at least consider doing? 
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Mr. Quinn. I think exactly what you suggested: They would 
move operations offshore. They would move those functions and 
those jobs to foreign locations outside of the United States. The dif- 
ferential in tax rate is so great that you could not ignore that as 
a steward of the corporate assets. 

Senator Johnson. Are you aware of other businesses, maybe 
other of your clients, have done exactly that? 

Mr. Quinn. They have, in fact, yes. 

Senator Johnson. Do you care to name any examples? Or prob- 
ably not the appropriate place to do it. 

Mr. Quinn. I would prefer not to. 

Senator Johnson. OK. Thank you very much, Mr. Quinn. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you. Senator Johnson. 

Senator Paul. 

Senator Paul. Thank you. I would like to take my time to apolo- 
gize to Caterpillar for this proceeding. I think rather than having 
an inquisition, we should probably bring Caterpillar here and give 
them an award. They have been in business for over 100 years. It 
is not easy to stay in business. It is not easy to start a business, 
but to keep a business employing 52,000 people for over 100 years 
is a remarkable achievement, and we should be complimenting 
Caterpillar and perhaps giving them an award. 

Caterpillar not only employs 52,000 people but pays $600 million 
in taxes every year. So, really, we have the wrong people on trial 
here. The tax code needs to be on trial here. It would be mal- 
practice for PricewaterhouseCoopers to give advice to Caterpillar 
saying, well, we are not going to tell you how to minimize your 
taxes, but here is how to maximize your taxes. They would actu- 
ally — they probably could be sued for giving bad advice on how not 
to minimize tax costs. 

So I think we are making a great mistake here, and we have to 
understand that behavior, legal behavior, to minimize your taxes is 
really your responsibility if you have stockholders. You have to do 
that. It is a requirement that you try to minimize your costs. So 
rather than chastising Caterpillar, we should be complimenting 
them. 

It is a big error not to know where the problem is here. The prob- 
lem is in the tax code. Money is said to go where it is welcome. 
Some money is going overseas. For decades we have been lament- 
ing the loss of American jobs overseas. Why? Because it is the tax 
code. We have the highest corporate tax rate in the world. Canada 
is now down to 15 percent. So you can see how what we are doing 
is pushing people and pushing people and pushing people, and then 
we bring them forward for ridicule and to swear an oath and to pry 
into every nook and cranny of their legal tax behavior. It is insult- 
ing to American business, and it should not occur. We should be 
doing the opposite. We should be giving an award to an American 
business that creates 52,000 jobs. 

There are some policy matters that we could address. Why don’t 
we lower the corporate income tax? We are at 35, give or take, 
throw in the State, 39-percent rate. Why don’t we lower the cor- 
porate income tax if we want businesses to stay here? If we want 
to encourage profit earned overseas to come home, why don’t we 
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have a low repatriation tax, 5-percent repatriation tax? When we 
did it in 2005, $20, $30 billion in revenue and hundreds of billions 
of dollars in income came back to the country to create jobs. Why 
don’t we do that instead of vilifying people for legal behavior? 

I guess my question ultimately would be: Do you have a legal re- 
sponsibility to offer to companies that ask you or advice, are you 
legally responsible for offering advice that would minimize their 
tax costs? If you were to not tell a company about a legal option 
to reduce their taxes, could a company potentially sue you for not 
giving you complete advice? 

Mr. Quinn. I think. Senator, that is our professional proposition 
to our clients and their expectation is that when they come to us, 
we have an expertise in understanding the tax law, the rules, the 
regulations, and we can help them understand that so that they 
can take a look at their bona fide business transactions and under- 
stand what the tax cost is that is associated with those. 

So, yes, that is a client’s expectation of what we are bringing 
them, and even if it were not a legal issue, it would be from the 
standpoint of professionalism, I think, would be less than what was 
expected. 

Senator Paul. Thank you. 

Senator Levin. Are you done. Senator Paul? 

Senator Paul. Yes. 

Senator Levin. OK. Senator Portman. 

Senator Portman. Thank you, Mr. Chairman, and I appreciate 
you all being here. I know we have another panel coming up, and 
I would like to have the opportunity to talk with them as well. But 
to me, the problem here is not Caterpillar. It is a broken tax code. 
And I think this is not just an important matter; I think it is an 
urgent matter. 

In response to the question Mr. Johnson asked earlier, you indi- 
cated that some of your other clients are actually moving some of 
their operations overseas. It is happening as we sit here today. And 
it is a fiduciary responsibility if you are a publicly traded company, 
as was said earlier, to look where you can maximize your profits 
for the stakeholders. I am very concerned about it. In my own 
State of Ohio, we have companies that have left our State to be 
domiciled somewhere else because of the tax laws. One company 
merged with a company one-quarter its size in Ireland in order to 
take advantage of the lower rates in Ireland. Their headquarters 
is now not in Cleveland, Ohio; we lost one of our Fortune 500 com- 
panies to Ireland. 

I am a beer drinker. If you want to try an American beer, good 
luck. Luckily, I like Sam Adams and Yuengling. They are the big- 
gest now. They have 1-percent market share each. Every other beer 
company is now foreign owned. And when I ask people why, includ- 
ing the folks who purchased these companies, they tell me it is the 
tax code. And this is a big deal. It is not just the loss of jobs, al- 
though that happens. It is also the loss of corporate headquarters, 
which has an intangible impact on all of our communities, includ- 
ing a lot of the good work that our companies do here for nonprofits 
and to help make a better way of life for everybody in those com- 
munities. 
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So this is not just an important matter. It is an urgent matter. 
For that, I thank the Chairman for holding this hearing because 
I hope it will shine a light on the fact that we have a broken code, 
not just the highest rate among all the developed countries now, 
which is not a No. 1 you want to have. Now that Japan has low- 
ered its rate, we are No. 1. The fact is that we have an inter- 
national tax code system that is so non-competitive and so com- 
plicated that it is driving jobs, investment, and capital overseas. 

Of our OECD partners, the other developed countries, almost all 
of them have gone, as you know, to territorial systems. If you could 
talk about that for a second, I would appreciate it. Mr. Quinn, you 
may be the right person, but you all decide. What impact is this 
having on your clients as they look at what their options are going 
forward? Because of the U.S. tax law being so antiquated, ineffi- 
cient, and non-competitive, what impact does it have on them? And 
specifically if you could address not just the rate being so high but 
the fact that we have a worldwide tax system that makes it dif- 
ficult for them to be able to do business overseas and easier for 
them to move their businesses overseas? 

Mr. Quinn. Yes, it is the issue that is at the forefront of many 
decisions and many conversations that are taking place within cor- 
porate tax departments throughout the population of U.S. -based 
multinational companies, that this debate around how the United 
States has decided to tax foreign earnings is one that is of critical 
importance. As U.S. companies continue to grow and expand off- 
shore, that cost becomes an increasingly larger portion of their 
overall cost structure for their business and impacts their ability 
to compete with foreign companies. 

As you said, we are one of the few, if not the last remaining 
country which still taxes worldwide earnings, that does not employ 
a territorial system. And that is a considerable competitive dis- 
advantage when companies are trying to compete against compa- 
nies that do not have the same tax burden, even in the United 
States, that a U.S.-based MNC might have. 

Senator, a lot of the debate that I hear, the discussions that take 
place among my clients, a lot of it has to do with rate as well. It 
is not just the basis of taxation but the rate that applies. And I 
think there was some questioning earlier about, well, what is the 
right rate that would incent this type of activity or cause this activ- 
ity to go away. I think if the U.S. corporations could be subject to 
a rate of tax of 20 percent or less, there would probably be very 
little incentive to continue moving business activities outside of the 
United States. 

If you think about the opportunity now and express it in percent- 
age terms, the opportunity to move from a 35-percent tax rate to 
a 10-percent tax rate is a 25-percentage-point improvement. That 
is material. When you start talking about a 20-percent tax rate 
moving to a 10-percent tax rate, that is only 10 percentage points, 
and it becomes, when you look at the costs and the relative bene- 
fits, much more of a push. So I think that companies might be look- 
ing at both sides of that question, both the basis of taxation in 
terms of the need for a territorial system, as well as the tax rate 
that would apply. Their feeling is that you might actually, at a 
lower tax rate, bring more income into the U.S. tax net. 
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Senator Portman. I think that is very likely. In fact, you would 
see a lot of repatriation, wouldn’t you, of the nearly $2 trillion that 
is now tied up overseas? People are not going to bring it back at 
the high rate. So the two are combined. 

Let me just make the obvious point, which is that we have done 
this before. 

Mr. Quinn. We have. 

Senator Portman. In the 1980s, we looked at our tax code and 
said let’s end up with a rate that is below the average to be com- 
petitive. And this was in the 1986 Tax Reform Act, and we took 
the rate, as you recall, down to 34 percent, thinking that that was 
getting us below the average. To get to below the average now, we 
would have to be, when you include our States corporate rates, as 
you indicate, somewhere in the low 20s probably; 25 is the rate 
that some of us talk about. But you need to get at least to that, 
which is probably right in the middle. 

Since 1980s, isn’t it true that every other one of our competitors 
around the world — all the other countries have reformed their 
codes. Every one of them has, except us. We are the ones left on 
the sidelines, and those reforms have included, as you indicate, 
going to a system of taxation that is more territorial, but also low- 
ering the rates. And that combination of our competitives allowing 
companies to pay their income taxes where their earnings occur 
and a lower rate has made us non-competitive. 

So I think the United States, frankly, has waited way too long 
to make these reforms while every other country in the world that 
we compete with has moved ahead and gotten a more competitive 
tax system. And that is why it is urgent that we act now. 

By the way, on the international side, it has been since the 
1960s. So since the 1960s, we have not changed; whereas, all of our 
own OECD countries, all our developed competitives have adjusted. 

I hope that you can be in a position in the next few years to be 
able to tell your clients, “You know what? There is a new tax code 
that actually encourages you to stay in America and create your 
jobs here, and that is why we at PwC think you ought to stay here 
in America and take advantage of a better environment for suc- 
cess.” 

Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Portman. 

First of all, without doubt we have to reform our tax code. It is 
long overdue. Congress has been dawdling on this subject for a long 
time. You can argue what the corporate tax rate is currently. A 
Government Accountability Office (GAO) study says the effective 
corporate tax rate in the United States is 13 percent. But in any 
event, the use of all these tax loopholes, many of which give incen- 
tives to shift your profits to tax havens — not your operations, your 
profits to tax havens — is totally unacceptable. We ought to close 
those tax loopholes and not wait for a total reform of the tax code 
because that could be an endless wait. We cannot tolerate the loss 
of our taxable revenue the way it is currently lost to Uncle Sam, 
which is the use of these tax loopholes, which are unjustified and 
which are exploited and pushed over the limit at times. And we 
have had hearing after hearing which shows that. And I do not 
think we ought to accept it. 
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Of course, this company is a terrific company. That is not the 
question. And, of course, it pays taxes. That is not the question. 
The question is whether or not it properly avoided paying $300 mil- 
lion a year in taxes, which is what its tax saving is now as a result 
of this strategy. That is the question. We are very happy it pays 
$600 million a year in taxes. Should it pay $900 million? That is 
the question. That is a heck of a lot of money. But that is the issue, 
and we are not going to he distracted by the fact that this is one 
terrific American company. That is not the issue. The issue is: Was 
there a tax strategy here which was put in place which is justified 
under the current tax code? Change the code, I am all for it. But 
the question — we are going to come back to it now and not be dis- 
tracted by the argument about whether or not this is a great com- 
pany — it is — or whether or not it pays a lot of taxes — it does — or 
whether or not the effective tax rate in this country is 13 percent 
as distinguished from the statutory tax rate of over 30 percent, or 
whether we ought to change the tax code. 

So now let me get back to the subject of the hearing. Obviously 
you can structure a business to minimize taxes, but would you 
agree with me, Mr. Quinn, that when you send profits to a related 
party in a tax haven, that transaction must meet an arm’s-length 
standard? Do you agree with that? 

Mr. Quinn. Absolutely, Senator. 

Senator Levin. No matter how much you pay in taxes. 

Mr. Quinn. Yes. When you talk about the arm’s-length standard, 
what that requires is a measurement and an understanding of 
what functions exist offshore, what risks have been accepted off- 
shore, what property exists offshore. 

Senator Lev 

[Pause. jin. All right. But it must meet that standard. 

Mr. Quinn. And the exercise is then to align profit with those 
functions 

Senator Levin. Exactly right. Regardless of how many taxes you 
currently pay or do not pay, that must be met. Is that correct? 

Mr. Quinn. Absolutely. 

Senator Levin. And must you meet a business purpose standard? 

Mr. Quinn. I think in order to support the transfer pricing re- 
sult, you would want to make sure that when we take a look at 
the functions and the risks and the property that has been evalu- 
ated, that it does, in fact, make sense within the business and how 
it has been operated. 

Senator Levin. All right. Now, take a look at Exhibit 33, ^ if you 
would. We are trying to fi^re out what the annual parts benefits 
was from this structure, this strategy that was put in place. Do you 
have Exhibit 33? 

Mr. Quinn. I do. That is a district court document. 

Senator Levin. No, it is a Caterpillar — sorry did I say 43? 

Mr. Quinn. Oh, sorry. 

[Pause.] 

Yes, a PwC document. 

Senator Levin. All right. And it is entitled, if you look at No. 3, 
it has a mark of 2449 at the bottom, January 2010, Slide 19. It is 


^See Exhibit No. 33, which appears in the Appendix on page 490. 
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No. 3, “WW [worldwide] Parts Management in Geneva.” Do you see 
that? 

Mr. Quinn. Yes, I have it. 

Senator Levin. Take a look at the bottom line. 

Mr. Quinn. Sure. 

Senator Levin. “The WW” — worldwide — “Parts Management 
Structure provides further substance to preserve annual parts ben- 
efit of $300m [$300 million.]” Do you see that? 

Mr. Quinn. I do. 

Senator Levin. So that is the benefit, tax benefit, as a result of 
this tax strategy. Is that correct? 

Mr. Quinn. That is accurate. 

Senator Levin. OK. Now, take a look at Exhibit 6,^ if you would, 
Mr. Quinn. 

Mr. Quinn. A PwC document. Global Tax Optimization Case for 
Action. 

Senator Levin. Right. And if you will take a look at the number 
of Caterpillar at the bottom, 4646, do you see that? This was the 
document that laid out 32 tax strategies for Caterpillar, PwC. 

Mr. Quinn. Yes. 

Senator Levin. Page 12, it says, “Strategy for Caterpillar.” Do 
you see that? 

Mr. Quinn. Yes. 

Senator Levin. “We have developed a strategy that we believe 
will achieve tax optimization for Caterpillar. This strategy can be 
summarized as follows:” 

“Migrate income from the U.S. to lower-tax jurisdictions.” Do you 
see that? 

Mr. Quinn. Yes. 

Senator Levin. And do you see below that, “Global Income Mi- 
gration”? 

Mr. Quinn. Yes, I do. 

Senator Levin. All right. Now, on that strategy is there any ref- 
erence there at all to hiring new people, moving people, or chang- 
ing operations? Do you see that anywhere 

Mr. Quinn. Oh, it can only be the consequence 

Senator Levin. Oh, I am sure of that, but do you see it anywhere 
on this document what you now say are the consequences? 

Mr. Quinn. Right, It is not in this document. Senator. 

Senator Levin. Was it on any document at the time that they 
would have to move people? 

Mr. Quinn. Yes, it certainly would have been. 

Senator Levin. How many people would they have to have 
moved? If they had less than 100 people working in parts — right? 

Mr. Quinn. If I can ask what particular part of the reorganiza- 
tion you might be referring to? 

Senator Levin. In Switzerland. 

Mr. Quinn. In Switzerland as it relates to the overall business? 

Senator Levin. No, the parts business. 

Mr. Quinn. The parts business. 

Senator Levin. Yes. 

Mr. Quinn. So our view 


^See Exhibit No. 6, which appears in the Appendix on page 337. 
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Senator Levin. Did they have less than 100 before? Did they 
have less than 100 after? 

Mr. Quinn. Our view then and our view now and our view at the 
time that we put this together is that the substance that exists 
with respect to the parts business is provided through the mar- 
keting organization, that those individuals, those thousands of indi- 
viduals that are managed out of the organization based in Switzer- 
land now that comprises the marketing company outside the 
United States for Caterpillar products and replacement parts asso- 
ciated with those are the substance which creates the demand for 
those products. They have nurtured the dealer relationships. They 
have created the field population upon which the demand is cre- 
ated for replacement parts activity as well as reflect the integrated 
nature that is taking place in the business, both selling parts as 
well as machines, going back to my opening statement, where this 
is, in fact, an integrated activity. 

Senator Levin. We understand. Did anybody have to move? 

Mr. Quinn. In order to support the parts planning? 

Senator Levin. No. As a result of this proposal that you were 
making here, which was adopted, did anybody have to move? 

Mr. Quinn. Yes, there were people that had to move as a result 
of it. 

Senator Levin. How many had to move? 

Mr. Quinn. A dozen. 

Senator Levin. Out of thousands? 

Mr. Quinn. Senator, that is because people were already 

Senator Levin. Whatever the cause is, if you could answer the 
question, that would be a dozen out of thousands. Is that correct? 
You just talked about thousands. I am just asking you a direct 
question. 

Mr. Quinn. Yes, correct. In terms of people that had to move 

Senator Levin. Is that a dozen out of thousands? 

Mr. Quinn [continuing]. To support the addition — the structure 
or the substance that was already in place, it was just the dozen. 

Senator Levin. So that structure, which was already in place 

Mr. Quinn. That is correct. 

Senator Levin [continuing]. Which then led to the shift from 15 
percent of the profits going to Switzerland to 85 percent of the prof- 
its going to Switzerland, that 

Mr. Quinn. No, Senator, that 

Senator Levin. Oh, you want to use 70 percent instead of 85 per- 
cent? 

Mr. Quinn. No 

Senator Levin. OK. 

Mr. Quinn. I will not argue with the percentages. 

Senator Levin. OK. 

Mr. Quinn. I will argue with what creates the “income shift,” as 
you call it, and that can only result as a result of the measurement 
of what has been taking place with respect to the functions, where 
those exist, the risks where those have been accepted, and the 
property where it exists in the company. And our evaluation of that 
within the context of this planning was that when we looked at 
substance and when we looked at economic substance, that we used 
rules which have been provided to us in case law as well as in the 
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Internal Revenue Code and its underlying regulations that say in 
order to evaluate that appropriateness of an income shift, first we 
have to look at what functions exist, what risks are in place, and 
what property exists. And then we align the income with that. We 
never shift income. 

Senator Levin. Well, I am talking about the allocation of profits 
was shifted. Is that correct? Following all that assessment. 

Mr. Quinn. The allocations of profits changed as a result of that. 

Senator Levin. Was changed, shifted, from approximately 15 per- 
cent to Switzerland to 85 percent. Is that true? Based on your as- 
sessment — 

Mr. Quinn. Again, with respect to the parts business 

Senator Levin. Yes. 

Mr. Quinn [continuing]. Because we did view 

Senator Levin. Yes, with respect to the parts business. After 
your assessment, the allocation of profits shifted from 15 percent 
to approximately 85 percent. Is that true? 

Mr. Quinn. That is correct. 

Senator Levin. OK. 

Mr. Quinn. But what is 

Senator Levin. No people, but a few had to shift. It was just your 
assessment which looked at the whole operation, and in your judg- 
ment what had already existed justified the shift of profits from 15 
percent to 85 percent to Switzerland. 

Mr. Quinn. It absolutely does. 

Senator Levin. OK. Thank you. 

Senator Johnson. 

Senator Johnson. Thank you, Mr. Chairman. I just want to 
make a quick point and ask one question. 

Mr. Chairman, you stipulated that, yes. Caterpillar is one terrific 
American company and that is not what this hearing is about. I 
think that is exactly what this hearing is about. As Senator 
Portman mentioned, our concern about our uncompetitive tax code 
is that we actually want to maintain Caterpillar as an American 
company, and far too many American businesses are choosing not 
to remain an American company and far too few global manufac- 
turers are willing to relocate here in America to create those types 
of jobs. 

Let us face it. When you have Canada with a top marginal tax 
rate, corporate tax rate, of 15 percent and Detroit at 35 percent, 
if you are a German manufacturer wanting to come here to take 
advantage of the world’s largest market, take advantage of rel- 
atively reasonably priced energy prices, are you going to locate 
your manufacturing facility for North America in Toronto at 15 
percent or Detroit at 35? 

So, no, this hearing is all about what do we need to do in Amer- 
ica to make America an attractive place for global business invest- 
ment, business expansion, and job creation? So I just disagree in 
terms of the purpose of this hearing. I think the purpose of this 
hearing is exactly that. Let us keep American companies American. 
Let us try and incentivize investment of global companies into 
America. And we are not doing a very good job that way. 



41 


Mr. Quinn, I hear the term all the time, and it is like fingernails 
on a chalkboard, talking about tax loopholes. Is there such a term 
in the tax code as a tax loophole? It is a political term, correct? 

Mr. Quinn. That is correct. 

Senator Johnson. Can you define some tax loopholes for me? 
What are we talking about when politicians use the term “tax loop- 
hole”? 

Mr. Quinn. Generally they are either incentives which were de- 
liberately placed in the tax code or they are 

Senator Johnson. I mean, just give us a couple pretty good ex- 
amples of where it made some sense to create an incentive in the 
tax code to incentivize manufacturers or drilling or just give us a 
couple examples that might actually work. 

Mr. Quinn. Well, so we had talked about some earlier in the 
course of the hearing here. One was the old rules which existed 
around foreign sales corporations. I think that was characterized as 
well many times, inappropriately, as a loophole that was created 
for corporations that exported product. 

More recently, we talked about the Homeland Repatriation Act 
where companies had an opportunity to bring earnings back into 
the United States at a 5-percent effective tax rate. This was back 
in the early 2000s. And that as well was viewed as a loophole. 

Senator Johnson. Was it also safe to say that a lot of times peo- 
ple typified timing differences as a loophole? In other words, it is 
true that corporations account for things differently. There is book 
accounting, there is tax accounting. A lot of that has to do with 
timing differences, correct? For example, if you have a piece of ma- 
chinery and you know it is going to wear out in 5 years, according 
to Generally Accepted Accounting Principles (GAAP) accounting, 
you depreciate it over that 5 years. But tax accounting made to 
incentivize investments in plant and equipment might grant you a 
10-year depreciation schedule, correct? 

Mr. Quinn. Correct, yes. 

Senator Johnson. What about oil drilling, a pretty risky ven- 
ture? I am hearing all these subsidies for big oil. Can you just kind 
of speak a little bit about what those subsidies really are? And are 
those loopholes or are those incentives written into the tax code to 
give people the incentive to risk their capital to drill oil? 

Mr. Quinn. I think as someone who reviews the tax code regu- 
larly and understands the legislative process around it, I know that 
those are incentives, and many of those are put in there very delib- 
erately to incent activity. 

Senator Johnson. Specifically, can you talk to some of these tim- 
ing issues specifically? How oil companies have to account for their 
risk capital when they are investing? I know it is a little off sub- 
ject, but I think it is exactly on point, because what we are talking 
about is how do you comply with a tax code that has been written 
by Congress that is trying to incentivize behavior? And, by the 
way, I would like to scrap the current tax code. I would like to just 
raise the revenue we need and stop economic and social engineer- 
ing through the tax code. But that is the system we have right 
now, and companies take advantage of and respond to those incen- 
tives, correct? 
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Mr. Quinn. Yes, that is correct. And in terms of an example that 
you are looking for that would also apply not just to oil companies 
but to the particular facts at hand in this case study, the U.S. sys- 
tem with respect to foreign earnings works that way as well. When 
we think about the deferral opportunity that exists for foreign 
earnings, that is, in fact, a timing issue. And that timing issue can 
be affected either through paying a dividend back to the U.S. com- 
pany, at which time that income then becomes immediately tax- 
able; or it can happen as a result of the application of Subpart F, 
which takes a look at certain classes of income and says, despite 
the fact that you did not return that cash to the United States, the 
income is going to be immediately taxable. That is an example of 
a deferral strategy. It is also one where there are very deliberate 
actions that have been taken by Congress and by the Treasury De- 
partment in putting in place regulations in that area to respond to 
known business issues. 

Senator Johnson. When I took tax law in college, one of the te- 
nets of tax law really was the ability to pay. I think most Ameri- 
cans assume that when a corporation or a business spends money, 
they get to deduct it. That is not the case, right? 

Mr. Quinn. That is correct. Absolutely. 

Senator Johnson. I mean, in so many cases businesses invest 
money. They pay out the cash. They may have to borrow it, but 
they are spending the money 

Mr. Quinn. It becomes capitalized. 

Senator Johnson. They are forced to capitalize, and then they 
have to amortize or depreciate that over 

Mr. Quinn. Sometimes it is not even amortizable. 

Senator Johnson [continuing]. A long period of time, correct. 

Mr. Quinn. Sometimes it is not even amortizable. Sometimes it 
is held up on the balance sheet, your tax balance sheet, forever. 

Senator Johnson. So let us say you have $100 and you decide 
to invest $100 in capital equipment — or let us say a million, you 
invest a million. If you make a profit that year, where is the money 
going to come from to pay the tax? 

Mr. Quinn. You will borrow it. 

Senator Johnson. You are going to have to borrow it, correct? So 
that is not real incentivizing from the standpoint 

Mr. Quinn. No. 

Senator Johnson [continuing]. Having people risk their capital. 

So, again, I just think it is extremely important for people to un- 
derstand really how our tax code operates, the incentives that Con- 
gress has written into the law, the disincenting nature of high tax 
rates, of forcing businesses to capitalize cash that is spent, not 
being able to recover that for years. That is not a loophole. That 
is actually economically very disincentivizing and it is very harmful 
in terms of job creation. 

OK. Thank you. Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Johnson. Senator 
Portman. 

Senator Portman. Mr. Chairman, thanks very much, and I just 
had a couple questions to followup on how the international tax 
code works, specifically as it relates to Caterpillar. 
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You talked earlier about the fact that U.S. companies are com- 
peting globally at a disadvantage given that we have a relatively 
high rate and because we are taxing on a worldwide basis rather 
than what they call a territorial basis, meaning if you have active 
income earned abroad, it is taxed at U.S. rates. 

What does that do to a company. Caterpillar is an example, but 
any U.S. company, that wants to take advantage of the inter- 
national marketplace and that wants to be competitive in terms of 
acquisitions as they come up? Eighty percent of the purchasing 
power in this world is outside the United States; 95 percent of the 
consumers are outside the United States. We want our companies 
to access those consumers, that purchasing power, in order to cre- 
ate more jobs here, right? 

Mr. Quinn. That is correct. 

Senator Portman. And with regard to Caterpillar in particular, 
do you have any idea how many of their 51,877 U.S.-based employ- 
ees are dependent to some extent on their international sales? I un- 
derstand their revenue is about 67 percent from overseas. So how 
many of the people who work here, over 50,000 people, have their 
jobs because Caterpillar does business overseas? 

Mr. Quinn. I do not know the exact number. Senator, but I 
would expect it is a large portion of those who support the export 
nature of the business. 

Senator Portman. You had some testimony that some of your 
colleagues gave that 14 years ago you estimated that exports sup- 
ported 16,000 U.S. Caterpillar jobs here and another 30,000 U.S. 
supplier jobs here. 

Mr. Quinn. I would not find that unreasonable. 

Senator Portman. So that number is going to be a lot bigger 
than that now, now that they have more employees and they do 
more internationally, correct? 

Mr. Quinn. Correct. 

Senator Portman. So we are talking about U.S. jobs here being 
supported by U.S. companies having access to foreign markets. 
That is something we want to encourage, not discourage, because 
it creates more jobs here in America. 

Again, if there is an acquisition that comes up, let’s say there is 
a company that becomes available and the competitors, let’s say, 
are a German company, a French company, a Brazilian company, 
a Chinese company, a Korean company, and Caterpillar is in the 
mix. What is the relative advantage or disadvantage based on the 
tax laws for those acquisitions? 

Mr. Quinn. What they will be looking at whenever an acquisition 
is made is what is the earnings opportunity in the future, and that 
earnings opportunity is going to be viewed on an after-tax basis. So 
they will take a look at the tax costs that will be associated with 
the earnings in that business as well. I am sure the example you 
gave earlier of the company within your State took a very similar 
approach to it. Just the hard economics of looking at what is that 
after-tax cost of operating as a U.S. -based MNC or a foreign-based 
multinational company. 

Senator Portman. What I am hearing from the companies in 
Ohio, and I am sure the same is true in Michigan and Wisconsin, 
is that they are not just at a competitive disadvantage globally, but 
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in terms of these acquisitions, other companies can pay a premium 
because of those after-tax profits that they are looking at. 

Mr. Quinn. That is correct. 

Senator Portman. In other words, we are having to not just com- 
pete head to head, but we are shrinking as American companies, 
relative to the size we should be, because of our tax code, because 
other companies can come in who are domiciled somewhere else 
and say, “Hey, I will pay you a premium.” So we are not expanding 
as we should be and, therefore, not taking advantage of inter- 
national opportunities that create jobs here in America. 

Who are CAT’s biggest foreign competitors, do you know? 

Mr. Quinn. Certainly Komatsu, which is a Japanese-based com- 
pany. Steve [Williams], would you have any others to add? 

Mr. Williams. Volvo, which is a Swedish company. Now some 
Chinese companies are competitors. 

Mr. Quinn. And from Korea as well. 

Mr. Williams. From Korea, Samsung, and others. 

Senator Portman. Volvo is their top competitor in Europe, I am 
told, by far; Komatsu probably in Asia, and the Chinese companies 
are growing their market share. Volvo is in Sweden where the top 
rate is 22 percent, so it is 17 points lower than the combined U.S. 
corporate rate of 39.1, which would be the combined State and Fed- 
eral role. Based on the public financial statements for both compa- 
nies, CAT’s effective tax rate was 28.5 percent last year. Do you 
know what Volvo’s effective tax rate was last year? 

Mr. Williams. Certainly lower than that, I would think. 

Senator Portman. Do you have a guess? 

Mr. Williams. Low 20s. 

Senator Portman. Twenty percent. So 28.5 percent for CAT; 
Volvo, their biggest European competitor, 20 percent. So it sounds 
to me like Caterpillar spent lots of money coming up with a tax 
strategy last year that did not even allow it to come close to achiev- 
ing tax parity with its primary rival in Europe. Is that accurate? 

Mr. Quinn. That is a characterization 

Senator Portman. You should not feel guilty about it. I mean, 
that 

Mr. Quinn. Yes, it is accurate. Senator. 

Senator Portman. That is the reality. 

I would also say that there is a big issue here as to the ability 
to deploy resources to their most efficient uses. So it is not just the 
fact that the Volvos of the world have a lower rate. It is the fact 
that because they work on a territorial basis rather than a global 
basis, they can move capital around to where they need it, which 
is a huge advantage. And Komatsu has the same advantage. 

Mr. Quinn. Yes. 

Senator Portman. So, the Japanese have a 95-percent exemption 
rate, as you know, meaning that they allow their companies to do 
business in the United States, but then bring those profits back 
home and to deploy them in Japan or elsewhere without any tax 
penalty. 

I know this is about Caterpillar today, and I know that the 
Chairman is raising some specific points about our current code. 
But this all just cries out for reform, and if we do not do that, we 
are going to continue to see an erosion of U.S. jobs, U.S. capital 
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going overseas, a lack of investment here in this country, and an 
inability for U.S. companies to expand as they should he able for 
the reason we stated earlier, that they are not as competitive on 
these acquisitions. 

So I really appreciate you all being here today, and I hope that, 
again, in the next few years you will be in a position to tell your 
clients that the United States now has a competitive tax structure 
and you ought to stay right here and build your jobs and build your 
investments in the United States of America. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Portman. 

I have to agree with Senator Portman about the need for the tax 
code to be totally reformed, and now let us talk about the tax strat- 
egy which Caterpillar used to save $300 million a year. And that 
is ongoing. 

Would Caterpillar have offered this deal to anybody but a related 
company? Would they have offered this license to anybody but a re- 
lated company? 

Mr. Quinn. That was not what we were asked to opine on or 
under the tax 

Senator Levin. In your judgment. You do an awful lot of this for 
decades. 

Mr. Quinn. So there is some recent 

Senator Levin. I am just asking you the very simple, straight- 
forward question. Caterpillar has created this very strong company, 
90 years to buildup. It turns over to its own — to itself in a tax 
haven 85 percent of the future profits on parts. OK? It does not get 
any pay for it. It does not get any compensation for it, any consid- 
eration for it. 

Mr. Quinn. I 

Senator Levin. Well, let me just finish. 

Mr. Quinn. I am sorry. 

Senator Levin. OK. And the deal is on future parts you over 
there, my wholly owned subsidiary, you are going to get 85 percent 
of the profits on these parts; I am going to keep 15 percent. I am 
asking you just a very simple question based on your experience. 
Is there any way in heaven that Caterpillar would transfer its 
rights to those profits to a company that was not related to itself? 
That is all I am asking. I am not asking you whether it has to. I 
am just asking you would in your experience 

Mr. Quinn. What is 

Senator Levin. No compensation, no consideration. It loses 85 
percent of the profits it had been receiving. It continues to operate 
the company. It has to continue under the agreement the same op- 
erations in Illinois. So it keeps doing the same thing it has always 
done, but it is turning over 85 percent of the parts profits world- 
wide and gets nothing, no consideration for it. 

Mr. Quinn. Well, it 

Senator Levin. Yes or no. 

Mr. Quinn. As a hypothetical, what Caterpillar would look at is 
exactly what you are expressing. What is the return it would re- 
ceive for that? 

Senator Levin. My question is: Would it offer that to a non-re- 
lated company? That is my question. 
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Mr. Quinn. I do not know. 

Senator Levin. Sure you know. 

Mr. Quinn. What I 

Senator Levin. Sure you know. You have heen in this business 
for a long time. I am asking you a straight question. Do you not 
think it is incredible to believe that Caterpillar would hand over 
85 percent of its worldwide profits on parts, keep 15 percent, con- 
tinue to operate in Illinois the way it always has and everywhere 
else around the world where it does, get no consideration for that 

transfer, do you think that in any way they would offer that 

Mr. Quinn. They would never do it for no consideration 

Senator Levin [continuing]. For a non-related company? 

Mr. Quinn [continuing]. The rules that we were required to use 
were ones which did, in fact, evaluate the compensation that Cater- 
pillar received and determined that 

Senator Levin. I am just asking you, is there any way in your 
experience that Caterpillar would make this deal with a non-re- 
lated company? This was a deal it made with itself to shift profits 
to Europe. You say it was legitimate. I do not. But that is beside 
the point at the moment. That is not my question. My question is: 
Is there any way that they would make this deal with a non-re- 
lated company? That is my question. 

Mr. Quinn. I am sorry. I cannot answer that. I do not 

Senator Levin. You cannot or you will not? You have an opinion 
on that, don’t you, after all your years of experience? 

Mr. Quinn. I see companies that dispose of business operations 
all the time. Caterpillar has done it as well. Caterpillar has done 
it within their logistics organization. 

Senator Levin. You know what the deal was here: 85 percent of 
the profits were shifted to a related company in Switzerland. The 
tax savings are $300 million a year as a result of that strategy. 
That is why it was done. You have conceded that. Everybody has 
conceded that. That is why it was done. That is why you sold it 
to them. 

Mr. Quinn. Senator, I am focused on the question of value that 

you are asking as well, that Caterpillar would do that 

Senator Levin. I am focused on a simple question. 

Mr. Quinn [continuing]. If they understood the value was appro- 
priate. 

Senator Levin. No. I am focused on a simple question, and I am 
asking you to give us an honest answer. 

Mr. Quinn. Were the economics of that deal appropriate? Yes, 
they would. 

Senator Levin. I am asking you a question 

Mr. Quinn. I cannot 

Senator Levin. Whether or not 

Mr. Quinn. I cannot answer without that qualification. It would 
have to be based upon their believing that they were receiving a 
return in exchange for that 

Senator Levin. It would have to believe — would any rational 

company believe they are getting a return, handing over 85 

Mr. Quinn. Oh, if, in fact, they were being relieved of all the risk 
associated with that, if they were relieved of the capital 
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Senator Levin. They are operating the company. They continue 
to operate the company in Illinois. It is the same operations. No 
people are shifted. Five thousand people — a dozen people have to 
shift. Five thousand people work for Caterpillar. Less than 100 
people work in parts in Switzerland. Nothing changes, mayhe 12 
people move. I am just 

Mr. Quinn. But it is not all 

Senator Levin. I am asking you for an honest answer. Is there 
any rational company that would give up 85 percent of ongoing 
profits in a business that has been highly profitable put together 
over 70 years, a highly profitable company, is there any way that 
this would be sold, given away, no consideration, 85 percent of the 
profits on the ongoing parts business, hand it over to 

Mr. Quinn. Yes, the answer is yes, under the economic cir- 
cumstances which Caterpillar accepted. We cannot 

Senator Levin. I am just asking you would they accept that with 
a non-related company, an arm’s-length transaction? 

Mr. Quinn. Yes, that is the standard that we have to apply. 

Senator Levin. Not the standard. I am asking you in the real 
world would a company do that. I am just asking you a simple, 
straightforward question. 

Mr. Quinn. It is — Senator, in the real world, that is a hypo- 
thetical that would also still be based upon an economic analysis. 

Senator Levin. OK. Take a look, if you would, Mr. Williams, at 
Exhibit 4a. ^ 

[Pause.] 

Mr. Williams. Yes, sir, I have that. 

Senator Levin. This is a document from 1994. Pricewaterhouse 
looked at the intangibles for all of Caterpillar, including its Swiss 
marketing company, COSA, which was CSARL’s predecessor. Now, 
here is what PwC described as the relative roles of Caterpillar and 
its marketing companies in developing the dealer network. This in- 
cludes COSA as a marketing company: “Cat Inc. has the largest 
role with regard to market and dealer development.” Do you see 
that word there? 

Mr. Williams. It is on page 8685. 

Senator Levin. Do you see that on page 8685? 

Mr. Williams. Yes, I do see it. 

Senator Levin. OK. “Cat Inc. has the largest role with regard to 
market and dealer development, since 1) it has the largest single 
market, 2 ) it was the originator of the basic marketing systems and 
concepts, 3) it continues to be involved with the development and 
oversight of worldwide marketing programs and approaches.” And 
then it says, “The marketing companies” — that includes CSARL — 
“also have major responsibility for market development; in fact, 
this is their primary responsibility” is to do that. OK? 

So CAT Inc. in the description of Pricewaterhouse has the largest 
role in 1994 with regard to market and dealer development. Was 
that true? 

Mr. Williams. What I said there was that the dealer network 
was developed first, the concept, in the United States, in the 1920s, 
1930s. It originated it. That is what it says there. And it continued 


^See Exhibit No. 4a, which appears in the Appendix on page 302. 
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to be involved with the oversight. However, COSA and other mar- 
keting companies employed those concepts, developed those con- 
cepts, expanded the dealer network, and had the daily interaction 
with dealers all over the rest of the world. 

Senator Levin. Where do you see that? 

Mr. Williams. It is implied in the last 

Senator Levin. Not implied. Where do you see that? 

Mr. Williams. That is my knowledge of the company. 

Senator Levin. No, where do you see that? I am reading from a 
document. 

Mr. Williams. It does not say that on the page. I was explain- 
ing — 

Senator Levin. Thank you. Now let us go back to this document. 
“Cat Inc. has the largest” — this is what you said in 1994. It has 
“the largest role with regard to market and dealer development,” 
OK, and then it gives the three reasons. The marketing companies 
also have a major responsibility, but the largest role, you said in 

1994, was Caterpillar. Was that true? 

Mr. Williams. That was the way Caterpillar viewed it 

Senator Levin. Was that the way you viewed it? 

Mr. Williams. That was my understanding at the time. 

Senator Levin. All right. So you believe it was true. 

Mr. Williams. That was what we wrote, and I believed that at 
the time. 

Senator Levin. OK. Now, then if you take a look at 1995 transfer 
pricing documentation. Exhibit 4b, ^ Bates page 8930, ‘“Cat Inc. had 
the largest role with regard to market and dealer development,” in 

1995. Right? Was that true? 

Mr. Williams. That is what it says in this text, yes, sir. 

Senator Levin. Did you write that text? 

Mr. Williams. I was certainly involved in 

Senator Levin. Was it true when you wrote it? 

Mr. Williams. I am sorry? 

Senator Levin. Was it true when you wrote it? 

Mr. Williams. That was how the company viewed it at the time. 

Senator Levin. Did you believe it was true when you wrote it? 

Mr. Williams. Yes, that was how the company viewed it, 
and 

Senator Levin. Did you believe it was true when you wrote it? 

Mr. Williams. At the time Caterpillar, starting in 1994, 
changed 

Senator Levin. I understand all that. I am just asking you 
whether that statement was true when you wrote it in 1995. 

Mr. Williams. That is my understanding, yes. 

Senator Levin. Now, was it true when you said the same thing 
in 1997? 

Mr. Williams. Senator, we used much of the same language in 
these reports as they were updated each year, so I had the 
same 

Senator Levin. And did you believe it was true? 

Mr. Williams. I used that language in 1997. 


^See Exhibit No. 4b, which appears in the Appendix on page 312. 
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Senator Levin. It is a pretty straightforward question. Did you 
believe it was true when you wrote it? 

Mr. Williams. Based on the facts at the time, yes, I believed 
that. 

Senator Levin. Thank you. Senator McCain. 

Senator McCain. I thank the witnesses again. 

Mr. Quinn, your job is to advise companies and corporations how 
they can maximize their profits and keeping with the existing tax 
code as it is written. Is that true? 

Mr. Quinn. That is true, particularly with respect to their oper- 
ations. 

Senator McCain. So this restructuring obviously resulted in in- 
creased profits for Caterpillar, right? 

Mr. Quinn. I believe the increased profits largely resulted from 
the expansion of their markets. This provided the opportunity for 
them to expand their markets using a different base. 

Senator McCain. To this day, do you believe that there is any 
violation of the tax code as it was written then — And I do not know 
how much it has changed since — that you were completely in com- 
pliance with existing law and regulations? 

Mr. Quinn. Yes, that is my belief. That is my firm’s belief. 

Senator McCain. I thank you, Mr. Chairman. 

Senator Levin. Thank you. Senator McCain. Senator Johnson. 

Senator Johnson. No more. 

Senator Levin. Thank you. 

Mr. Williams, during the 1990s, Caterpillar assigned a 13 per- 
cent profit to its marketing companies, so it indicated it viewed 
them as having some value, which I think everybody concedes, but 
not a lot of value. That was before the 1999 tax strategy was imple- 
mented. So now let us look at what Caterpillar did after the tax 
strategy was implemented. Let us look at 2001. 

Would you please look at Exhibit 13i? 

[Pause.] 

Senator Levin. Do you have it? 

Mr. Williams. Yes, sir, I have it. 

Senator Levin. Thank you. This is a 2001 economic analysis pre- 
pared by PwC valuing the marketing intangibles of Caterpillar 
Americas. Do you pronounce it “C-ACO”? 

Mr. Williams. Caterpillar always called it “C-ACO.” 

Senator Levin. OK. And this is a Miami-based U.S. company 
that was transferring its assets to CSARL. Now, CACO had served 
as Caterpillar’s marketing company for the dealer network in Latin 
America, the Caribbean, and Canada. Did you work on this anal- 
ysis? 

Mr. Williams. Yes, I participated in this analysis. 

Senator Levin. OK. PwC describes CACO’s responsibilities. They 
are virtually identical to the functions of CSARL. They include 
signing contracts with independent dealers in the region, pur- 
chasing products and parts from the U.S. parent, reselling them to 
the dealers, helping with logistics support, maintaining minor parts 
inventories, helping dealers identify performance issues, providing 
dealers with marketing information and sales training, helping 


^See Exhibit No. 13, which appears in the Appendix on page 374. 
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them with financing, and conducting monitoring and oversight ac- 
tivities to ensure compliance by dealers with the terms of dealer 
sales and service agreements. That is all from this document. 

Now, on page 4, PwC lists the marketing intangibles at CACO. 
They consist of: CACO’s relationship with Caterpillar’s independent 
dealers, its training programs, its order tracking software, various 
procedures and manuals, market brochures, its Web site, its good- 
will and its going-concern value, and any other marketing-related 
intangibles. Sounds familiar because these are the same as 
CSARL’s. 

Then on page 6, Mr. Williams, take a look at the description of 
all these markets intangibles. Do you see at the bottom there, 
“Functional Analysis Conclusions”? o you see that? 

Mr. Williams. Yes, I have that. 

Senator Levin. “Based on our analysis of the Intangible Assets 
Transferred, we conclude that they are routine and common to 
most distribution and marketing companies. These assets have 
only limited economic life and could be effectively reproduced by a 
new startup company with sufficient investment and time re- 
sources.” 

“Therefore, we conclude that the Intangible Assets Transferred 
have very limited economic value and this value is mostly related 
to its assembled workforce in place.” 

Was that true? 

Mr. Williams. That was the analysis we wrote, and I would like 
to explain 

Senator Levin. Well, finish that sentence, if you would. 

Mr. Williams. I am sorry, sir? 

Senator Levin. Would you finish the sentence? “This was the 
analysis that . . . ?” 

Mr. Williams. That we wrote, and I would like to expand on it. 

Senator Levin. All right. Was it true, is what I am asking you? 
I know you would like to expand on it now in front of this hearing. 
I understand that. I am just asking you: Was that true when you 
wrote it? That is all I am asking. 

Mr. Williams. That was an understanding we had at the time. 
I think it was — as you pointed out, it was partially inconsistent 
with some of the other language we said. The reason for that is 
these were different analyses under different times and actually 
looking at different assets and different values. 

Senator Levin. I see. These are not basically those same intangi- 
bles? 

Mr. Williams. These were looking at 

Senator Levin. Were these basically the same intangibles of 
CSARL’s? 

Mr. Williams. These were looking at the intangibles that were 
inside the United States. 

Senator Levin. I understand that. 

Mr. Williams. It did not include 

Senator Levin. Were these basically 

Mr. Williams [continuing]. The intangibles outside the United 
States. 
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Senator Levin. But were these basically — when you described 
these intangibles, they are pretty much the same as CSARL’s, were 
they not? 

Mr. Williams. CSARL created a lot of intangibles outside the 
United States, and many of CACO’s field and service reps were 
also outside the United States, working with the dealers who were 
outside the United States. 

Senator Levin. I understand, but these were basically the same 
intangibles, were they not, that you had previously described as 
CSARL intangibles? 

Mr. Williams. I think they are 

Senator Levin. Are they basically the same intangibles? 

Mr. Williams. No, they are not basically the same. 

Senator Levin. They are not? They are different intangibles? 

Mr. Williams. They are different 

Senator Levin. The ones I just read are different from CSARL’s? 

Mr. Williams. These are the intangibles without the activities of 
the individuals who deploy those intangibles. 

Senator Levin. And your judgment 

Mr. Williams. The activities are offshore — the activities are per- 
formed by the non-U. S. employees. 

Senator Levin. And this was the marketing company for Latin 
America, Canada, and the Caribbean? 

Mr. Williams. That is correct. 

Senator Levin. And these were the intangibles that they had — 
is that correct? You identified these intangibles. 

Mr. Williams. These were the identified intangibles, yes. 

Senator Levin. OK. We can compare them one for one. I have al- 
ready done that to the best — I think accurately, but nonetheless, 
my question is: When you said that those intangibles — and I will 
read it to you again. Those intangibles that I read have very lim- 
ited economic value, and this value is mostly related to its assem- 
bled workforce in place, I am just asking you this question: Was 
that true? 

Mr. Williams. I think that is not totally complete. Tom, [Quinn] 
would 

Senator Levin. No. Do not refer to somebody else. You wrote this 
thing. So what you are saying is it was true but incomplete? 

Mr. Williams. I said I would prefer to expand on it by talking 
about the assets that CSARL — I am sorry, CACO had offshore with 
its employees. 

Senator Levin. Yes, I am sure you would, but this is the assess- 
ment that you made at the time. Is that correct? 

Mr. Williams. That is the assessment I made at the time. 

Senator Levin. All right. 

Mr. Quinn. Senator, I think I could offer some further expla- 
nation that might be helpful for you to understand 

Senator Levin. No, I think the explanation — someone else, if 
they want, can ask you for it, but I am asking what was said at 
the time about these intangibles. And in 1999, you attributed huge 
value to similar intangibles, OK, you can say they are not similar. 
We will let the record speak for itself. We have read them, and you 
can — we will have someone else determine, reading them side by 
side, whether those intangibles, which were given huge value rel- 
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ative to CSARL’s value, but given no value when it came to trans- 
ferring these intangibles from the American company. I am just 
going to 

Mr. Quinn. This report reviews those intangibles absent of the 
services that support them. It is a completely different context, 
Senator. 

Senator Levin. All right. OK. We will let anyone reading those 
two documents decide. He said — Mr. Williams — it was incomplete. 
Was it incomplete? Mr. Quinn, was it incomplete? 

Mr. Quinn. He did not have the opportunity to 

Senator Levin. No. Was this assessment incomplete? 

Mr. Quinn. Oh, this assessment is complete with respect to the 
asset it is evaluating. 

Senator Levin. OK. 

Mr. Quinn. It is not evaluating the same asset that you are re- 
ferring to from the earlier report. 

Senator Levin. OK. In other words, this does not list all the in- 
tangibles that CSARL had. 

Mr. Quinn. It is two different bases. This is looking just at the 
intangible asset itself, and the way that the rules and regulations 
require that we value an asset is separate and apart from the serv- 
ices that might support those. When we take a look at the earlier 
report, it was clear that is trying to evaluate the income potential 
and the income being generated by Caterpillar SARL. In that case, 
it adds to the asset the service itself So it is comparing apples and 
oranges. 

Senator Levin. Both were intangibles, right, in both cases? 
CSARL 

Mr. Quinn. No. In one case, you had an intangible. In the second 
case, you had an intangible plus its enabling service. 

Senator Levin. But both were listed as intangibles. Is that cor- 
rect? When the transfer was made, they were both intangibles. Is 
that correct? 

Mr. Quinn. No, that is not correct. 

Senator Levin. OK. Then we are going to let the record speak 
for itself 

Now, if you would turn to Exhibit 12, ^ Mr. Williams? This is now 
2007. 

[Pause.] 

Do you see that, Mr. Williams? 

Mr. Williams. Yes, I have that, sir. 

[Pause.] 

Senator Levin. Is that not an email from you to a Mr. Matthews? 

Mr. Williams. Yes, it is, sir. 

Senator Levin. OK. You were talking about CSARL, that they 
spent decades building up the dealer network around the world, 
which is what a marketing company does; building the brand name 
through advertising. And then you say this. You say that — it is 
about the second or third paragraph from the bottom. 

Mr. Williams. Yes, sir. 


^See Exhibit No. 12, which appears in the Appendix on page 372. 
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Senator Levin. It says there is a caveat: . . in 2001” — this is 
what you said — “we said in another transaction” — that is CACO, 
right? 

Mr. Williams. I believe that refers to CACO, yes, sir. 

Senator Levin [continuing]. “That there is no significant mar- 
keting intangibles other than the workforce in place.” 

Mr. Williams. No significant U.S. marketing intangibles because 
the 

Mr. Williams. It does not say United States. It says “no signifi- 
cant marketing intangibles.” 

Mr. Williams. It does not include the word “United States,” but 
the marketing intangibles were a part of CACO’s efforts offshore 
already 

Senator Levin. Well, then, what is the caveat? 

Mr. Williams. The caveat was that I was recognizing that 

Senator Levin. There was an inconsistency here? 

Mr. Williams. I was recognizing that in two different trans- 
actions under different circumstances and different approaches, dif- 
ferent assets being valued, that there was a different conclusion. 

Senator Levin. Is that what you said here? You do not say there 
is — what is the caveat? Why do you have to say a caveat? Is there 
not an apparent inconsistency that you are worried about? 

Mr. Williams. There is an apparent inconsistency because of the 
differences in the transactions, and that was what I was advising 
my staff, is that we needed to reconcile those different approaches. 

Senator Levin. So you yourself saw that there was an apparent 
inconsistency at that time? 

Mr. Williams. I would use the word “apparent,” yes, sir. 

Senator Levin. OK. Now, take a look — Mr. Quinn, you were re- 
sponding to an email of Mr. Williams. Take a look at Exhibit 46, ^ 
please. 

Mr. Quinn. It is an internal email. I have that. 

Senator Levin. I would like both you and Mr. Williams to look 
at this email exchange between the two of you regarding what you 
both seem to see as a problem regarding CSARL’s ability to justify 
receiving the lion’s share of the non-U. S. parts profits in Switzer- 
land. 

In the first email, Mr. Williams, you wrote to Mr. Quinn, in the 
last sentences, “. . . just curious — say they decide most PMs [prod- 
uct managers]” — “stay in the U.S. How do we retain CSARL parts 
profit if those ‘US entrepreneurs’ claim both machine AND parts 
profit?” 

Mr. Williams. If I can, sir, the PM there refers to product man- 
agers. 

Senator Levin. Product. I am sorry. Did I say “parts”? I mean 
product manager. Now, did you have a concern here, Mr. Williams, 
about whether the product managers located in the United States 
might claim the parts profits related to the parts that they de- 
signed? 

Mr. Williams. Sir, my point was related to 

Senator Levin. Could I ask you this question just directly? Did 
you have a concern here about whether product managers located 


^See Exhibit No. 46, which appears in the Appendix on page 545. 
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in the United States might claim the parts profits related to the 
parts that they designed, was that a concern of yours? 

Mr. Williams. The concern was relocating the product managers 
from Switzerland back to the United States. I was concerned that 
by taking those entrepreneurial functions out of Switzerland and 
relocating them back to the United States, that would give me a 
concern. 

Senator Levin. Is the answer then it was not — the answer is, 
“No,” to my question? 

Mr. Williams. There was a concern, yes, sir, about the reloca- 
tion — 

Senator Levin. No. I am saying that they might claim the parts 
profits. That is what I am asking, whether product managers — I 
am going to ask you again. Was there a concern that product man- 
agers located in the United States might claim the parts profits re- 
lated to the parts that they designed? Yes or no. 

Mr. Williams. No. I was concerned about the relocation of the 
individuals from Switzerland back to the United States. 

Senator Levin. All right. Now, Mr. Quinn, you responded to Mr. 
Williams in the next email: “PMs [Product managers] in US will 
put some pressure on the parts profit model. These guys are really 
bought into the [idea that] PM is king concept. We are going to 
have to create a story that will put some distance between them 
and parts ... to retain the benefit. Get ready to do some dancing.” 

Mr. Quinn. Is there a question there? 

Senator Levin. Yes. What did you mean you were going to have 
to tell “a story” and “get ready to do some dancing”? ow, let me just 
ask you this question: Was it not the fact that product managers 
who designed parts here in the United States normally get the 
profits related to those parts but that you were going to have to 
justify sending most of the parts profits to Switzerland where they 
have few product managers? Is that not the case? 

Mr. Quinn. This was a 

Senator Levin. Is the answer yes or no to that? 

Mr. Quinn. I am not sure could you repeat the question, please? 

Senator Levin. Yes. Was it the fact that product managers who 
designed parts here in the United States normally get the profits 
related to those profits, but that you were going to have to justify 
sending most of the parts profits to Switzerland where they have 
few product managers? 

Mr. Quinn. No, that is not the intention of this statement. 

Senator Levin. What did you mean by “dancing” then? 

Mr. Quinn. Senator, that was a very poor choice of words, but 
this was, in fact, the first time I had knowledge of a restructuring 
that Caterpillar was proposing in 2008, which would change some 
of the substance that was put in place back in the earlier reorga- 
nization that began in 1999. My concern here was that, in fact, 
that would change some of the circumstances that we rely upon in 
terms of our economic analysis, and that we needed to make sure 
that management understood the consequences, the tax con- 
sequences of their actions. 

Senator Levin. Mr. Williams, this says, “. . . say they decide 
most PMs [product managers] stay in US.” Now, that is consistent 
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with what you just said, which was about product managers mov- 
ing to the United States. 

Mr. Williams. There were product managers in Geneva who 
were supervising important products outside the United States. 
This reorganization announced at the end of 2008 to take effect in 
2009 would have relocated those product managers to the United 
States and taking with them the significant entrepreneurial re- 
sponsibilities. That was our concern. 

Senator Levin. But you said, “. . . say they decide most PMs 
[part managers] stay in US [the United States],” not “move to the 
United States,” “stay in US.” Is that not your memo? 

Mr. Williams. The word says “stay.” Out of the 

Senator Levin. Yes. 

Mr. Williams. Out of the 15 or 20 product managers, they were 
proposing that all of them be in the United States. That is the 
meaning of the word “stay.” 

Senator Levin. But you are saying the concern was that they 
move to the United States. That is not what the concern was in 
this memo. 

Mr. Williams. We were 

Senator Levin. Why did you use the word “stay” instead of 
“move”? 

Mr. Williams. Because we knew what the existing location of 
them was, and the recommendation was to have them all in the 
United States. So that is what we mean by “stay.” 

Senator Levin. You were worried about “move” to the United 
States. Is that right? 

Mr. Williams. Move and staying in the United States, in the fu- 
ture, no longer having those positions in Switzerland, staying in 
the United States instead. 

Senator Levin. Didn’t you just say that the concern was that 
they would move in the United States? Isn’t that what you just tes- 
tified? 

Mr. Williams. I said to you “stay” — I said to you “move.” 

Senator Levin. To the United States? 

Mr. Williams. Yes. 

Senator Levin. The email says the concern was that they stay in 
the United States. I am just asking you. Do you see 

Mr. Williams. At that time already there were several important 
product managers in Switzerland. The point here is stay in the 
United States in 2009 and future. So the reorganization would 
have put and stayed everyone in the United States, and we were 
concerned about that reorganization and its effect on the tax bene- 
fits. We were needed to assist Corporate Tax to explain to the Ex- 
ecutive Office the tax effect of their proposed reorganization. 

Senator Levin. Mr. Williams, you responded, “What the heck. 
We’ll all be retired when this comes up on audit.” 

Mr. Williams. Yes, sir, that was also an inappropriate use of 
words in an attempt at humor. My point was it 

Senator Levin. Is this humor: “Ed Bodham and Chris Dunn will 
have to solve it”? 

Mr. Williams. No, that is not humor, sir. 

Senator Levin. Would that be humorous to them? 

Mr. Williams. No, that would not be humorous to them. 
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Senator Levin. Mr. Bowers, you were on the audit team. Did you 
know that Mr. Quinn and Mr. Williams had to figure out a story, 
that they had these views, that they were going to do some danc- 
ing, that they had plans to be retired when the whole issue came 
to a head? Were you aware of that? You were on the audit team. 

Mr. Bowers. Mr. Chairman, I was not aware of these emails. 

Senator Levin. And, Mr. Bowers, did you know that PwC’s tax 
consultants had taken inconsistent positions regarding the value of 
marketing intangibles at CSARL and CACO? 

Mr. Bowers. Mr. Chairman, I believe the 

Senator Levin. Were you aware of that apparent 

Mr. Bowers [continuing]. Intangibles 

Senator Levin. But were you aware of that apparent inconsist- 
ency? 

Mr. Bowers. Well, I do not agree with that inconsistency. 

Senator Levin. So you do not believe there was an apparent in- 
consistency. 

Mr. Bowers. That is correct. 

Senator Levin. OK. Mr. Bowers, one of our experts today said he 
had never heard of a company keeping two sets of inventory books 
using a virtual inventory system separate and apart from the com- 
pany’s general inventory system — one to track the parts for the 
business enterprise, the other to keep track of inventory for tax 
purposes. Prior to Caterpillar’s use of the inventory system, had 
you ever heard of a virtual inventory system? 

Mr. Bowers. Senator, different management books from — or 
legal books are very common. 

Senator Levin. I am not talking about that. I am asking about 
inventory systems. Had you ever heard of a virtual inventory sys- 
tem prior to Caterpillar’s use of an inventory system? Had you ever 
heard of it? 

Mr. Bowers. That particular term I had not heard of. 

Senator Levin. No, put aside that, have you ever heard of a vir- 
tual inventory system? 

Mr. Bowers. An inventory system similar to what has been re- 
ferred to as “virtual” I have seen before. 

Senator Levin. You have? 

Mr. Bowers. Mm-hmm. 

Senator Levin. You have seen it. But you just never heard it de- 
scribed as a virtual one? 

Mr. Bowers. Yes, it is difficult to understand an inventory bin 
is a very physical thing. 

Senator Levin. Is that what you told our staff, by the way? We 
asked you specifically if you had ever heard of a virtual inventory 
system or similar system. You said no, before you saw this system. 
Did you not tell our staff you had never heard of it? 

Mr. Bowers. It depends upon how the question gets asked, sir. 

Senator Levin. The way I just asked it. 

Mr. Bowers. A virtual inventory system I have not heard of, but 
when you think about what that sentence says, an inventory bin 
is a very real thing. 

Senator Levin. Therefore? 

Mr. Bowers. Therefore 

Senator Levin. If it is all merged? 
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Mr. Bowers. Very straightforward to have an inventory bin full 
of parts, some parts belong to one owner, other parts belong to an- 
other owner. 

Senator Levin. Are they usually identified some way? 

Mr. Bowers. Why would that be the case? 

Senator Levin. They do not need to identify them? 

Mr. Bowers. No. 

Senator Levin. OK. Did you have discussions with the PwC audit 
team or the consultant for Caterpillar about tax risks associated 
with this virtual inventory? Did you ever have discussions about 
tax risks in doing what they were doing? 

Mr. Bowers. I did have conversations about tax risks. That is 
my role to provide assistance and advice to the audit partner. 

Senator Levin. Did you have concerns? 

Mr. Bowers. Not with respect to this inventory system. 

Senator Levin. And so you never discussed any concerns about 
this inventory system with them? 

Mr. Bowers. I explained this inventory system to him, and 

Senator Levin. I am just asking: Did you ever have concerns 
about it? 

Mr. Bowers. I did not have concerns about it. 

Senator Levin. OK. Thank you all very much. We appreciate 
your testimony and your cooperation with this Subcommittee. 

Let me now call our final panel of witnesses for today’s hearing: 
Julie Lagacy, Vice President of the Finance Services Division of 
Caterpillar; Robin Beran, Chief Tax Officer at Caterpillar; and Rod- 
ney Perkins, a former Senior International Tax Manager at Cater- 
pillar. 

Thank you all for being with us today. Thank you for your co- 
operation with this Subcommittee. And pursuant to Rule 6, all wit- 
nesses who testify before the Subcommittee must be sworn, so we 
would ask you to please raise your right hand as you stand. Do you 
solemnly swear that the testimony you are about to give to this 
Subcommittee will be the truth, the whole truth, and nothing but 
the truth, so help you, God? 

Ms. Lagacy. I do. 

Ms. Beran. I do. 

Mr. Perkins. I do. 

Senator Levin. Thank you. A minute before the red light comes 
on on the timer, you will see a light change from green to yellow, 
giving you an opportunity to conclude your remarks. Your written 
testimony will be printed in the record in its entirety, and please 
limit your oral testimony to 10 minutes. And I understand, Ms. 
Lagacy, that you are going to be presenting the statement for Cat- 
erpillar. Is that correct? 

Ms. Lagacy. Yes, I will. 

Senator Levin. Please proceed. 
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TESTIMONY OF JULIE A. LAGACY,i VICE PRESIDENT, FINANCE 

SERVICES DIVISION, CATERPILLAR INC., PEORIA, ILLINOIS; 

ACCOMPANIED BY ROBIN D. BERAN, DIRECTOR, GLOBAL 

TAX AND TRADE, AND RODNEY PERKINS, FORMER INTER- 
NATIONAL TAX MANAGER, CATERPILLAR INC., PEORIA, ILLI- 
NOIS 

Ms. Lagacy. Good afternoon, Chairman Levin and Senator 
McCain. Thank you for the opportunity to appear before the Sub- 
committee today. My name is Julie Lagacy, and I am the Vice 
President of the Finance Services Division at Caterpillar, which in- 
cludes its tax and accounting functions. 

On my left is Caterpillar’s Director of Global Tax and Trade, 
Robin Reran, a 24-year Caterpillar employee, and on my right is 
Rod Perkins, who retired in 2009 as one of our international tax 
managers after 35 years of service. We are proud to represent Cat- 
erpillar before you today. 

Caterpillar is a great American company, and our reputation is 
one of our greatest assets. I want to emphasize. Caterpillar com- 
plies with the U.S. tax laws, and we pay everything we owe. We 
are proud of what we do. We are proud of the men and women who 
make it possible. And we are equally proud of our U.S. and world- 
wide heritage. 

Our average effective tax rate is 29 percent. That is one of the 
highest for a multinational manufacturing company, 3 percentage 
points higher than the average effective rate for U.S. corporations. 
This is particularly high when you consider that more than 65 per- 
cent of our sales and revenues are abroad. Over the last 15 years, 
we have increased employment in the United States by 35 percent 
to nearly 52,000 jobs, and we have more than tripled our exports 
to $16 billion. 

Caterpillar enjoys a strong legacy, and, in fact, my family has a 
long history with this company. Both of my grandfathers worked 
at Caterpillar. During World War II, my grandmother stepped up 
to work in the factory to help build the machines our servicemen 
relied upon. My father, whose career spanned 38 years, began as 
an apprentice and worked his way up to manage one of our fac- 
tories in East Peoria. Along the way he met my mother, who 
worked a decade at Caterpillar. All told, three generations of my 
family have more than 140 years of service at Caterpillar, and I am 
a current steward of this tradition. 

At Caterpillar, stories like mine are not uncommon. For nearly 
90 years. Caterpillar has helped build the world, including the 
backbone of modern America. What began with two American in- 
ventors now employs over 118,000 people worldwide, and nearly 
52,000 of those people are right here in the United States. When 
you consider our independent dealer and supplier networks, the 
worldwide reach of our company is even greater. At our roots, we 
are an American company. Our equipment was there to build the 
Golden Gate Bridge and create the interstate highway system. Cat- 
erpillar products, dealers, and employees also show up after trag- 
edy strikes. In Oklahoma City, at Hurricane Katrina, and Ground 


^The prepared statement of Ms. Lagacy appears in the Appendix on page 129. 
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Zero, we joined the first responders in cleaning up, powering up, 
and paving the way for recovery. 

We are proud that many of our products are “Made in America.” 
Along the Illinois River in our East Peoria factories, we make the 
machine on which our company was founded: The track-type trac- 
tor, better known as the bulldozer. Just down the road in Decatur, 
Illinois, is the only place in the world where we make the world’s 
largest mining truck, which stands 2 V 2 stories tall and can carry 
400 tons. Eight out of 10 large mining trucks made in Decatur are 
shipped outside of the United States. There are other examples like 
this across the country — from engines rolling off the line in Texas, 
to the locomotives we are building in Indiana, or the excavators 
made in Georgia. Our customers depend on Caterpillar’s un- 
matched products, services, solutions, and the reliability of our ma- 
chines. 

We grow and build near our customers worldwide, not only be- 
cause it is what they demand but because remaining globally com- 
petitive helps create jobs right here at home. Growing where our 
business is means growing where our customers are located, not 
just in the United States but throughout the world. Most impor- 
tantly, while more than 65 percent of our sales and revenues come 
from outside the United States, Caterpillar remains committed to 
our manufacturing roots here in America. That is why we continue 
to invest here at home with 69 manufacturing and logistic facilities 
and CAT dealers from coast to coast. 

Remaining globally competitive helps create jobs right here at 
home. In the past 15 years, we have increased our U.S. employ- 
ment by more than 13,000. Many of these jobs came from our ex- 
ports, which last year alone totaled $16 billion. As you may remem- 
ber, our effort to grow U.S. manufacturing jobs was highlighted by 
President Obama in his 2013 State of the Union address. 

I want to emphasize again that Caterpillar has fully complied 
with U.S. tax law. For 2013, we estimate that Caterpillar incurred 
approximately $700 million in income, property, sales, and use 
taxes to U.S. Federal, State, and local governments. Additionally, 
our wages accounted for approximately $1.7 billion in U.S. Federal, 
State, and local employment taxes. 

Over the last 8 months. Caterpillar has responded to several 
Subcommittee questionnaires and other information requests, has 
produced thousands of pages of documents, has voluntarily per- 
mitted and facilitated 11 separate Subcommittee staff interviews of 
current and former personnel, and has cooperated in every way 
possible with the Subcommittee’s inquiry. We understand the 
Chairman and his staff are interested in one aspect of our com- 
pany’s business: parts sales outside of the United States. 

Caterpillar’s philosophy is that our business structure drives our 
tax structure. We do not invent artificial tax structures. When we 
identify options that align with our business structure, comply with 
the tax laws, and generate tax savings, we pursue those opportuni- 
ties. The restructuring of Caterpillar SARD, or CSARL for short, 
was one of those opportunities. 

Decades ago. Caterpillar had the vision to see new opportunities 
worldwide that would drive our business growth in the United 
States and globally, so Caterpillar established a subsidiary in Ge- 
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neva, Switzerland, that would be responsible for putting in place 
a robust network of employees, independent dealers, and suppliers. 
That subsidiary is now known as CSARL. By the 1990s, CSARL 
had thousands of people supporting the business and almost 500 
employees in Geneva, Switzerland, alone. 

CSARL is a vital business subsidiary responsible for manufac- 
turing, marketing, and selling machines, engines, and parts outside 
of the United States. The Geneva entity has held these responsibil- 
ities since 1960. The 1999 restructuring further refined this role. 
One result of this restructuring was that CSARL streamlined its 
process and began buying parts directly from U.S. suppliers. 

Prior to the restructuring. Caterpillar Inc. acted as an unneces- 
sary middleman, buying these parts from independent suppliers 
and selling them to CSARL, which then sold them to dealers out- 
side the United States. Prudent, lawful business planning required 
us to eliminate the unnecessary middleman from the transaction 
flow. We cannot remain competitive, we cannot create jobs, and we 
cannot increase exports by incurring unnecessary expenses. Ameri- 
cans pay the taxes they owe, but not more. And as an American 
company, we pay the taxes we owe, not more. 

In planning and implementing the restructuring. Caterpillar ap- 
propriately relied on the advice of two of the world’s leading tax ad- 
visory firms: PricewaterhouseCoopers, a leading Big Four U.S. and 
international accounting firm; and the law firm McDermott Will & 
Emery, renowned for its international tax practice. Both firms pro- 
vided the advice that the changes were appropriate under the tax 
laws, and both stand behind that advice. This advice was con- 
sistent with the experience and judgment of Caterpillar’s Tax De- 
partment. Caterpillar’s in-house tax professionals and outside advi- 
sors manage tax risk every day, and we remain convinced that the 
restructuring and subsequent transactions comply with the tax 
law. 

CSARL’s purchases and sales of parts have more than sufficient 
business substance to be respected for tax purposes. The 1999 re- 
structuring of parts purchases and sales did not in any way violate 
generally applicable judicial doctrines in the tax area. An inde- 
pendent expert. Professor John Steines, of the New York Univer- 
sity School of Law, confirms this conclusion. Professor Steines’ re- 
port was provided to the Subcommittee staff on March 10, 2014. 

CSARL pays Caterpillar Inc. an arm’s-length royalty for all in- 
tangible property, including intellectual property made available by 
Caterpillar Inc. to CSARL as well as arm’s-length service fees for 
all activities performed by Caterpillar Inc. for CSARL. So even 
with respect to parts that are sold to dealers located outside the 
United States, a portion of the resulting income is subject to cur- 
rent basis U.S. tax. 

CSARL’s direct purchase of its parts inventory reflects nothing 
more than the standard business operations and tax planning that 
any prudent business would employ in conducting its operations 
and complying with U.S. tax laws. 

In closing, I would like to emphasize again that Caterpillar is a 
great American company — an iconic company, you might say — pub- 
licly listed since 1929. We have steadily grown by working our 
business model day in and day out. Caterpillar does a significant 
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amount of business around the world, creates jobs, invests in the 
communities where we do business, and bears one of the highest 
effective tax rates for a multinational manufacturing company. 
Caterpillar complies with its legal obligations with respect to pay- 
ment of taxes. 

We are happy to answer your questions. Thank you. 

Senator Levin. Thank you, Ms. Lagacy. 

My first question is for you. Were you involved in the implemen- 
tation of the CSARL transaction in 1999? 

Ms. Lagacy. No, I was not. 

Senator Levin. Mr. Perkins, at the time of the 1999 CSARL 
transaction, you were working for Caterpillar in Peoria. You were 
serving as its Tax Department’s main point of contact with PwC. 
Is that correct? 

Mr. Perkins. Mr. Chairman, that is correct. 

Senator Levin. And, Mr. Reran, you or Mr. Perkins, I believe — 
what was your role in 1999? 

Mr. Reran. I was and am the head of the Tax Department. 

Senator Levin. OK. And you worked directly on the CSARL 
transaction? 

Mr. Reran. I was involved with its formulation, yes. The imple- 
mentation, other people did much more work than 1. 

Senator Levin. So you were involved in the formulation of it. 

Mr. Reran. Yes. 

Senator Levin. And would you look at Exhibit 7,^ please. This 
was the way in which PwC recommended that Caterpillar could re- 
duce its taxes. It is one page from the document, and here is what 
it says. Purpose: Take “CAT Inc. out of chain. Recharacterize Mar- 
keting Company Income to Achieve U.S. Tax Deferral.” 

And then if you look further down, the description of — and the 
chart there shows how it was simply done. As you point out. Cater- 
pillar was, as you said, Ms. Lagacy, taken out of the chain as an 
unnecessary middleman. We will get into that in a minute as to 
just how unnecessary Caterpillar may have been. Rut at any rate, 
the direct purchase, so-called, went to COSA in Geneva from these 
suppliers. Is that correct so far, Mr. Reran? 

Mr. Reran. Yes, sir. 

Senator Levin. All right. Mr. Perkins, is that correct? 

Mr. Perkins. Yes, it is. 

Senator Levin. All right. Now, was it the Caterpillar Tax Depart- 
ment that came up with the idea to remove Caterpillar Inc. from 
the title chain, or was that a PwC idea? 

Mr. Perkins. Mr. Chairman, I can respond to that. The original 
idea or the genesis of that was within the Caterpillar Tax Depart- 
ment. 

Senator Levin. All right. 

Mr. Perkins. Predated the PwC proposed changes by at least a 
half a dozen years. 

Senator Levin. OK. Now, take a look at Exhibit 32, i if you 
would. Ry the way, before we leave Exhibit 7, I will repeat it again. 
One of the benefits and costs was this change in the title, “rel- 


^See Exhibit No. 7, which appears in the Appendix on page 343. 
^See Exhibit No. 32, which appears in the Appendix on page 487. 
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atively simple re-invoicing requirements”; in other words, the parts 
never went to Switzerland. Is that correct, Mr. Beran? 

Mr. Beran. The parts would be distributed all over the world. 

Senator Levin. But they did not go to Switzerland. 

Mr. Beran. Many of them went to one of the — well, they went 
to warehouses that 

Senator Levin. Switzerland itself. 

Mr. Beran. They went to the warehouses that CSARL oversees. 

Senator Levin. And how many warehouses are there in Switzer- 
land? 

Mr. Beran. None in Switzerland. 

Senator Levin. How many warehouses in the United States, do 
you know? 

Mr. Beran. I do not know the exact number. It varies. 

Senator Levin. Ten, does that sound about right? 

Mr. Beran. In the range. 

Senator Levin. In the range, OK. Now let us get to Exhibit 32 . 
This is February 2011. It is a deposition of Sally Stiles under oath. 
Do any of you know who Sally Stiles is? Let me ask you, is she the 
Caterpillar director of global tax, do you know, Mr. Beran? 

Mr. Beran. She is the director of global tax operations now. 

Senator Levin. OK. So she is now the director of global tax. Here 
is what she said in her deposition: 

“Question:” — this is Exhibit 32. “Is it fair to say that the driving 
force behind . . . CSARL was the tax department and not any 
business unit”? nd her answer is: “Yes.” Was that correct? 

Mr. Beran. Senator, the context is that the Tax Department has 
to continually adapt to the way the business is run. 

Senator Levin. I understand. 

Mr. Beran. And that is what we were doing. 

Senator Levin. I understand. Was her statement correct, that 
the Tax Department was the driving force? 

Mr. Beran. At the point in time we were aligning our tax report- 
ing with the way the business was run, yes, we have to propose 
that, business 

Senator Levin. I am not arguing with you. I am just asking you 
whether or not the Tax Department was the driving force behind 
the CSARL transaction. That is all I am asking. 

Mr. Beran. Yes. 

Senator Levin. OK. Now, according to information which PwC 
has provided us, from 1999 to 2003 Caterpillar paid PwC $55 mil- 
lion to design, develop, and implement the Swiss tax strategy in- 
volving CSARL, which Caterpillar called the Global Value En- 
hancement (GloVE), program. Does that match what you know, Mr. 
Beran? 

Mr. Beran. I believe that is in the range. 

Senator Levin. All right. Mr. Perkins, does that match your un- 
derstanding, too? 

Mr. Perkins. Yes, it does. 

Senator Levin. All right. So from the beginning, the decision to 
use CSARL and direct Caterpillar’s non-U. S. profits to Switzerland 
was to shift profits to a low-tax jurisdiction. Is that correct? 

Mr. Beran. Senator, as I said, it was to align the profit recogni- 
tion where the business was being run and managed. 
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Senator Levin. But wasn’t the purpose to shift profits for tax 
purposes to a low-tax jurisdiction. Is that correct? 

Mr. Beran. We had to get the profits where they were earned. 

Senator Levin. Well, I am asking you 

Mr. Beran. So it was not a shift. It was to get them to where 
they were earned. I mean, it changed the location, but the point 
was to get them to where they were earned. 

Senator Levin. Take a look at page 4619 in Exhibit 7.^ Do you 
have that page. It says at the head of the page, “Increase Profit As- 
sociated with Marketing, U.S. Tax Deferral.” Do you see that? 

Mr. Beran. Yes. 

Senator Levin. OK. And then look at “Benefits/Costs,” where it 
says, “Migrates profits from CAT Inc. to low-tax marketing compa- 
nies.” Do you see that? 

Mr. Beran. Yes. 

Senator Levin. OK. Was that accurate? Was that a benefit? 

Mr. Beran. Yes, it is a benefit to earn income in low-tax jurisdic- 
tions. 

Senator Levin. All right. 

Ms. Lagacy. Senator, could I add that 

Senator Levin. Well, let me just finish. To migrate the profits 
from CAT Inc. to a low-cost marketing company. Is that what it 
says? 

Mr. Beran. Yes. 

Senator Levin. And this was the plan that you put in place. Is 
that correct? 

Mr. Beran. That is PwC’s choice of terms, I guess. 

Senator Levin. Whose? 

Mr. Beran. PricewaterhouseCoopers’ choice of wording. 

Senator Levin. That is their choice of wording. 

Mr. Beran. Yes. 

Senator Levin. Fair enough. And that is what your company 
bought? 

Ms. Lagacy. And, Senator, could I add, please? 

Senator Levin. Well, I just want first Mr. Beran; then you will 
have a chance. 

Mr. Beran. We paid them for their services, yes. 

Senator Levin. So you bought their plan, their strategy. 

Do you want to add something there, Ms. Lagacy? 

Ms. Lagacy. Yes, just that, again, keep in mind that CSARL and 
its predecessor company, COSA, were in business since 1960. At 
the time of this realignment, we had approximately 500 employees 
in our Geneva office, but perhaps more importantly, thousands of 
employees outside the United States doing the work to help sell 
parts on machines. 

Senator Levin. Oh, sure. Those employees were all Caterpillar’s 
employees, were they not? 

Ms. Lagacy. No. There are Caterpillar employees and also 
CSARL employees. 

Senator Levin. How many employees did Caterpillar have? 

Ms. Lagacy. In 1999? 


^See Exhibit No, 7, which appears in the Appendix on page 343. 
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Senator Levin. No, at the time — the moment you just talked — 
you just said 

Ms. Lagacy. I do not know the exact number of total Caterpillar 
employees. 

Senator Levin. How many employees did CSARL have? 

Ms. Lagacy. CSARL had thousands of employees. We had 500 
employees at that time in Geneva, Switzerland. 

Senator Levin. Right. 

Ms. Lagacy. But many other employees around the world. 
CSARL is not just in Geneva, Switzerland. It is the effort that mar- 
kets — does also manufacturing and sells machines, engines, and 
parts outside of the United States. 

Senator Levin. And you had another 400 or so in Singapore, but 
all of the employees around the world, other than that, are working 
for Caterpillar or Caterpillar-owned companies. Is that not correct? 

Ms. Lagacy. CSARL 

Senator Levin. Take a look at your own numbers of employees, 
total number of Caterpillar employees around the world are in 
the 

Ms. Lagacy. We have over 118,000 employees around the world 
today; 52,000 of those employees are in the United States. So more 
than half of our employment is outside of the United States. 

Senator Levin. Of course, but that is Caterpillar’s offshore em- 
ployees. 

Ms. Lagacy. But I 

Senator Levin. Is that not true? 

Ms. Lagacy. No. 

Senator Levin. OK. Let me give you the numbers, and then if 
you can tell me where we are wrong 

Ms. Lagacy. OK. 

Senator Levin. These numbers came in a letter to the Sub- 
committee. Total Caterpillar employees globally, 118,000. Cater- 
pillar U.S. employees, 52,000. Caterpillar offshore employees, in- 
cluding CSARL, 66,000. 

Now let us get down to CSARL. CSARL employees global, 682. 
CSARL employees Switzerland, 400. 

Is that wrong? That is a letter that came into the Subcommittee 
from you? 

Ms. Lagacy. There are also employees that I believe you have 
not included there from Singapore and some other areas. 

Senator Levin. We give you the total Caterpillar employees, so 
how many of the 118,000 employees then would you attribute to 
Singapore? 

Ms. Lagacy. I do not have those exact numbers, but, again, if I 
could get that document, I can research that and check that, 
please. 

Senator Levin. OK. We will get you this document that you sent 
to us. OK? 

Ms. Lagacy. OK. Thank you. And, again, those non-U. S. employ- 
ees we talked about, they are working for entities that report up 
to CSARL. 

Senator Levin. They are — you say “report to CSARL.” But they 
are Caterpillar employees, are they not? 
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Ms. Lagacy. I do not understand the distinction you are making 
there exactly, but again 

Senator Levin. Do they get a check from CSARL? 

Ms. Lagacy. There are definitely employees of CSARL, many em- 
ployees outside the United States supporting the work of CSARL. 

Senator Levin. Well, we are going to look at your chart. ^ We are 
going to give you your chart. 

Ms. Lagacy. OK. 

Senator Levin. According to what we take off your document, 
CSARL employees globally are 682. Is that wrong? 

Ms. Lagacy. I do not recognize that number, so I would like to 
review the chart, if I could. 

Senator Levin. Do you know how many employees of CSARL in 
Switzerland? 

Ms. Lagacy. I know that in 1999 there were about 500. 

Senator Levin. All right. So at least in Switzerland there are 500 
CSARL employees. We think there are 400 now, but we will not 
argue over 100. OK? 

Ms. Lagacy. I think that is probably right. 

Senator Levin. All right. And the total number of Caterpillar 
U.S. employees are 52,000. Is that correct? 

Ms. Lagacy. Yes. 

Senator Levin. And the total number of parts employees globally, 
according to your letter, 8,300. Does that sound right? 

Ms. Lagacy. Again, it depends on how you define parts, because 
we do not have a parts business 

Senator Levin. OK. 

Ms. Lagacy [continuing]. And we do not identify that separately. 
I do not agree that those are all the employees working on parts 
now. 

Senator Levin. Will you take a look at Exhibit 50b? 

I will stop here because I have gone over my time. But just take 
a look at Exhibit 50b, answer number 10. This is the question: 
“With regard to replacement parts business, for each year from 
1999 through 2012, please provide the following information: The 
percentage of your company’s worldwide headcount and payroll as- 
signed to the PFRP [purchased finished replacement parts] busi- 
ness and located in the U.S. The percentage . . . assigned to [that] 
business and located in Switzerland.” 

Your answer is that you do “not have employees assigned to a 
replacement parts business, however there are organizations 
throughout the enterprise that support purchase, storage, move- 
ment, and sales of replacement parts. In the chart below, we have 
identified divisions participating in these activities and provided 
U.S. based and non-U.S. based headcount statistics for the years 
2006 through 2012.” 

And here is what you say: parts distribution, parts pricing, parts 
marketing. So on that chart you identify a certain number of em- 
ployees related to parts distribution, and you show US Headcount, 
Total US Headcount, 3,619; Non-US Headcount Hourly, Non-US 
Headcount Management; and then your Total non-US Headcount, 
2,027. And then you identify Geneva four or five lines down. Parts 


^See Exhibit No. 50b, which appears in the Appendix on page 563. 
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Pricing. You have — it is all parts, parts, parts, parts, parts. You got 
four in Geneva, you got six more in Geneva. Then you got Parts 
Marketing Support. And then you show these non-US Headcounts 
and so forth. So these are your numbers. So the chart that I read 
you is your numbers, but that means there are 4,900 parts-related 
employees in the United States, 66 in Geneva. Those are the totals 
from this chart. 

Ms. Lagacy. Senator, could I comment on that? 

Senator Levin. Of course. 

Ms. Lagacy. Just referencing our earlier questions, there is a 
line here for total non-U. S. headcount of 2,027, and then within 
purchasing another total non-U. S. headcount of 1,080. And, of 
course, as you referenced, there are some in Geneva. So it does ap- 
pear to be thousands of employees outside of the United States. 

Senator Levin. Of course. That is what we said, and we believe 
those are all not CSARL employees but Caterpillar employees, and 
treat themselves as Caterpillar employees. Senator McCain. 

Senator McCain. Thank you, Mr. Chairman. 

The U.S. corporate tax rate is 35 percent, but I understand that 
the effective tax rate that Caterpillar paid was 29 percent, which 
is 3 percent higher than the average effective tax rate for U.S. cor- 
porations. How does that happen? And does that include the over- 
seas subsidiary income? 

Ms. Lagacy. Yes, Senator McCain, that does include — it is a rate 
that is an average rate on our global business, and so our overall 
average effective tax rate is 29 percent. That does include our glob- 
al business. 

Senator McCain. So even though there are significant profits 
made by your overseas operation, you still pay an overall effective 
tax rate of 29 percent? 

Ms. Lagacy. Yes, that is correct. 

Senator McCain. How do you account for that? 

Ms. Lagacy. We do publish in our financial statements and our 
10-K, if we look at the most recently completed year, we start with 
the U.S. statutory tax rate of 35 percent. About 5 points or so 
comes off of that due to all of our business outside the United 
States, not just CSARL, of course, but all business outside the 
United States. 

There are then some provisions like the R&D credit and the pro- 
duction deduction that are part of U.S. tax law. You would then 
add some back in for State and local taxes. At the end you come 
up to 29 percent. 

Senator McCain. Again, I just am curious why it is that you 
would pay — even with the overseas profits, that you would still pay 
a higher effective tax rate than most other corporations. 

Ms. Lagacy. And we do think that that is significant, especially 
considering 65 percent of our business is outside of the United 
States. 

Senator McCain. Mr. Reran, when and how often since 1999 has 
the IRS audited Caterpillar? 

Mr. Reran. Senator, we are under continuous examination. The 
IRS literally sits right outside my office. In that timeframe, we 
have closed 1999, 2000, 2001, 2002, 2003, 2004, 2005, 2006 

Senator McCain. What haven’t you closed? What year? 
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Mr. Beran. Two-thousand seven and later years are still under 
exam. 

Senator McCain. They are still under examination. So you are 
under constant auditing from the IRS? 

Mr. Beran. Yes, we are. 

Senator McCain. And they have not claimed you are in violation 
of IRS regulations? 

Mr. Beran. Each year’s return provides substantial information, 
including transfer pricing information related to our international 
businesses. They have proposed no adjustments. ^ 

Senator McCain. You heard that the first panel of witnesses said 
that the IRS was not doing their job. Would you agree with that? 

Mr. Beran. Well, they ask extensive questions about our busi- 
ness. We provided a lot of information to them, answered a lot of 
questions, reviewed our transfer pricing processes with them. I 
think they have been pretty diligent. 

Senator McCain. Maybe you could submit for the record the 
number of audits and the specific reasons for investigations by the 
IRS that they gave when they audited you. Could you do that? 

Mr. Beran. Certainly, Senator. 

Senator McCain. Caterpillar obviously can deliver a replacement 
part anywhere in the world in 24 hours or less. What role does the 
Swiss subsidiary and its dealer network play in making the 24- 
hour replacement parts delivery possible? 

Ms. Lagacy. CSARL plays a significant role in that, so at 
CSARL, who is administering dealers outside the United States, 
they first helped develop that dealer network; now they administer 
those dealers. So they are working regularly with dealers on how 
best to serve our customers around the world, which includes fore- 
casting the needs of the customers, developing merchandising and 
marketing programs, etc. 

Senator McCain. The parts come from the United States, or 
where? 

Ms. Lagacy. Parts come from all over the world. Specifically 
CSARL does purchase about 70 percent of their purchased finished 
parts from the United States. They do get parts from other parts 
of the world, also. 

Senator McCain. Well, I thank you. I thank the witnesses. 

Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator McCain. Senator 
Johnson. 

Senator Johnson. Thank you, Mr. Chairman. 

Just getting back to your relationship with the IRS, Mr. Beran 
you said that they are sitting right outside your office. How many 
are sitting right outside your office, on average? 

Mr. Beran. On average, two or three work outside my office but 
several others, three or four work offsite. They have a number of 
members assigned, but they are in and out. 

Senator Johnson. Full-time. So you closed out through 2006, 
2007? 

Mr. Beran. Two-thousand six. 


^See Exhibit No. 56c, Memorandum to File from the Permanent Subcommittee on Investiga- 
tions’ Majority Staff regarding False Testimony Related to IRS’ Position on Caterpillar’s Tax Li- 
ability, which appears in the Appendix on page 633. 
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Senator Johnson. Are they all just looking at 2007 now, or are 
they looking at all those years in kind of compilation? 

Mr. Beran. They typically do 2- or 3-year audit cycles. If they 
get behind, they extend. 

Senator Johnson. In the closed-out audits, you said they looked 
to transfer pricing. I mean, that encompasses this entire relation- 
ship with CSARL and, again, because they have proposed no ad- 
justments, they have basically given their blessing to what you 
have done here from the standpoint of compliance with tax law, 
correct? 

Mr. Beran. That is the way I have taken it. There is extensive 
documentation that is provided every year, and we know they ask 
questions about it.^ 

Senator Johnson. Ms. Lagacy, in the scheme of things, in terms 
of the expenses of Caterpillar, what is your largest expense? Labor? 
Material? 

Ms. Lagacy. Yes, it would be the cost to build and make our 
products, yes. 

Senator Johnson. OK. In that hierarchy of costs, where does the 
tax expense fall? 

Ms. Lagacy. It is not the primary driver of our costs. 

Senator Johnson. But it is a large 

Ms. Lagacy. Yes. 

Senator Johnson. It is a large cost center, correct? 

Ms. Lagacy. Yes. 

Senator Johnson. Certainly something that any responsible 
management team would take a look at managing, just like you 
manage labor, just like you manage material purchases, that type 
of thing. 

Ms. Lagacy. Correct. 

Senator Johnson. There is nothing nefarious in trying to mini- 
mize that tax burden? 

Ms. Lagacy. No, absolutely not. 

Senator Johnson. You had a whistleblower say that you did not 
report $2 billion worth of income tax to the United States. Let us 
say legally, properly or improperly, let us just stipulate that you 
saved yourself $2 billion in tax expense to the U.S. Government by 
complying with the U.S. tax code. What did Caterpillar do with 
that $2 billion or any tax savings that you may have enjoyed be- 
cause of your compliance with the tax code? 

Ms. Lagacy. Well, I would like to say that we did have a former 
employee — he did file an employment lawsuit. That was resolved, 
and all of his concerns were taken seriously, and all of the experts, 
both internally and externally, PricewaterhouseCoopers and 
McDermott Will & Emery, found there to be no merit in his con- 
cerns. 

But to answer your question regarding what we do with that, we 
have continued to invest that in our business, and that is why we 
have seen the growth that we have seen. So in 1999, we were a 
$20 billion company. Last year our sales were $56 billion. Our ex- 
ports and our U.S. business grew over that time period. 


^See Exhibit No. 56c, Memorandum to File from the Permanent Subcommittee on Investiga- 
tions’ Majority Staff regarding False Testimony Related to IRS’ Position on Caterpillar’s Tax Li- 
ability, which appears in the Appendix on page 633. 
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Senator Johnson. So you did not stuff any kind of tax savings 
in a mattress or a pillow case. I mean, you actually put that to 
use 

Ms. Lagacy. Correct. 

Senator Johnson [continuing]. Growing your business, creating 
jobs. 

Ms. Lagacy. Correct. 

Senator Johnson. Both domestically as well as overseas. 

Ms. Lagacy. Yes, exactly. 

Senator Johnson. So those tax savings — I mean, we can quibble 
over who should have claimed those dollars. I mean, certainly had 
we taken them here in the Federal Government, we would have 
spent it somewhere. But you actually spent it putting people to 
work. 

Ms. Lagacy. We put it into our business, to grow our business, 
yes. 

Senator Johnson. Let us say we were able to pass a law here 
and capture a bigger share of Caterpillar’s income. What options 
would Caterpillar have under that scenario if the tax burden just 
became too competitive and you could not compete with your global 
competitors? 

Ms. Lagacy. I think that is really the key. Senator. It is really 
important that we have a tax code that allows us to compete fairly 
in the global marketplace. We are not looking for a free lunch, but 
we are looking for the ability to compete fairly with companies in- 
side and outside of the United States. 

Senator Johnson. Can you just speak to the relative competitive- 
ness of what you are paying tax-wise to your competitors, the ones 
that were mentioned earlier in the hearing? And maybe just name 
the competitors that are your primary 

Ms. Lagacy. Yes. Again, we talked about Volvo earlier in the 
hearing, who had a much lower effective tax rate; Komatsu is an- 
other one of our primary competitors outside the United 

Senator Johnson. Do you know their exact tax rate? Can you 
give us the relative difference there? 

Ms. Lagacy. I do not have their exact tax rates. 

Senator Johnson. Mr. Beran. 

Mr. Beran. It varies year by year, depending upon profitability 
and their mix of income, just as it does with us. But they now have 
a lower Japanese statutory rate. But on top of that, they now have 
a territorial system that allows them to earn money in lower-tax 
environments and can move it wherever they can best employ it in 
their business. 

Senator Johnson. Do you feel that Caterpillar is at a competitive 
disadvantage because of the U.S. tax system? And can you be spe- 
cific in terms of exactly what is the worst part of it? 

Mr. Beran. One of the worst parts is the international regime, 
which taxes much more foreign activity income than any of our 
competitor nations. So a business like CSARL would not tax that 
business at all back in their home country. You just pay the Swiss 
tax. And then the complexity of the U.S. rules that cause us to 
have to do much greater effort to be able to move money across our 
foreign subsidiaries, particularly back to the United States. 
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Senator Johnson. Are you specifically aware of any maybe large 
contracts you have lost and potentially believe that it was because 
of our uncompetitive tax system? 

Mr. Beran. I could not say that we have lost contracts that way. 
It would probably come up more if we were looking to buy a com- 
pany and a foreign competitor could bid more for that company. 

Senator Johnson. OK. So it puts you at a disadvantage in terms 
of M&A activity. 

What total percentage of your sales is parts? 

Mr. Beran. I do not know. 

Senator Johnson. Anybody on the panel know? 

Ms. Lagacy. Yes, we actually, Senator, do not separate our parts 
business, so we do not have a separate parts business. It is very 
integral to our products and our machine products. So it is our 
business model. 

Senator Johnson. OK. I was just trying to get a little bit better 
feel for the headcount issue that Senator Levin was talking about. 
I kind of view — and this is just my assumption, that CSARL in Ge- 
neva is kind of a headquarters, with a limited headcount, but you 
have people with other divisions internationally, either with direct 
reporting responsibility that may not be called CSARL but they are 
basically either directly reporting into CSARL or there is a dotted 
line of reporting. 

Ms. Lagacy. Correct. 

Senator Johnson. Can you describe that a little bit? Is that a 
correct assumption? 

Ms. Lagacy. Yes, exactly. That is a very correct assumption. We 
have a lot of key decisionmakers and a number of employees out- 
side the United States who do as you just suggested. They under- 
stand our customers, they understand the needs of our customers. 
They work with our dealers on everything from financing to inven- 
tory management to understanding what the needs are to best 
serve the customers in that territory. 

Senator Johnson. So, again, I was trying to interpret the sched- 
ule that Senator Levin was talking about in terms of headcount, 
but I guess — maybe it is not direct. Maybe it was not answered be- 
cause you were being very specific in terms of CSARL. But there 
are thousands of employees that really in some way, shape, or form 
are reporting or certainly contributing to 

Ms. Lagacy. Yes. 

Senator Johnson [continuing]. The activities of CSARL. Is that 
an accurate statement? 

Ms. Lagacy. Yes. That is true. 

Senator Johnson. OK. Well, thank you for your testimony. 
Thank you, Mr. Chairman. 

Senator Levin. Are you saying that CSARL has thousands of em- 
ployees? 

Ms. Lagacy. Again, there are 

Senator Levin. I know there are a lot of people who communicate 
with CSARL. I am just asking you, are you saying CSARL has 
thousands of employees? 

Ms. Lagacy. Again, if you are asking very specifically on the 
legal entity structure of CSARL and it has a number of subsidi- 
aries, I know that there are thousands of employees doing the work 
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of administering the dealers, manufacturing, selling machines, etc., 
that are part of CSARL. 

Senator Levin. I do not know — “part of?-” You are saying a lot 
of people communicate with CSARL. Are you actually saying 
CSARL has — we know how many employees Caterpillar has, right? 

Ms. Lagacy. Yes. 

Senator Levin. We have the number. How many employees does 
CSARL have? 

Ms. Lagacy. I do not have the exact number 

Senator Levin. Do you have an approximate 

Ms. Lagacy [continuing]. Of CSARL employees. 

Senator Levin. Do you have an approximate number? 

Ms. Lagacy. Again 

Senator Levin. Just do you have an approximate number? 

Ms. Lagacy. No. 

Senator Levin. Now, let me ask you about what Caterpillar does. 
Take a look, if you would, at Exhibit 52. i This is the servicing 
agreement between Caterpillar and CSARL, because Caterpillar 
just kept doing what it was always doing, a parent corporation, 
most of the employees by far, CSARL with very few employees, rel- 
atively, and here is what 

Mr. Ryan. Mr. Chairman, could we just get to the exhibit? 

Senator Levin. Sure. 

Mr. Ryan. We are not on the exhibit yet. 

Senator Levin. OK. And who is that just spoke? 

Mr. Ryan. I apologize. Your Honor. Stephen Ryan. I am counsel 
to the company. The witnesses were looking. 

Senator Levin. Thank you. I was just wondering, since you 
spoke, for our reporter to know who it was. 

Mr. Ryan. Thank you, sir. 

Senator Levin. So at the back of this Exhibit 52 is Schedule 1 
that has a number 661 on it, “Schedule of Services to be Provided 
by Caterpillar.” This is the list of what they do. Have we got it? 

Ms. Lagacy. I am looking for Schedule 1. 

Senator Levin. OK. 

Ms. Lagacy. Yes, I have it. 

Senator Levin. It includes the following: creating and translating 
services manuals and materials for replacement parts; provides in- 
ventory availability management; provides parts custom service to 
dealers; processes dealer parts returns; maintains information sys- 
tems; provides marketing consulting services to dealers; provides 
strategic planning and accounting services. 

Now, for the U.S. warehouses. Caterpillar — and, again, CSARL 
has no warehouses. Caterpillar agrees to manage and monitor in- 
ventory levels worldwide and perform expediting services, arrange 
for transportation of CSARL parts, perform general warehousing 
services and provide warehousing facilities, perform inventory 
management services. And for all those services, on the last page. 
Caterpillar gets reimbursed its costs plus 5 percent of those costs. 

So basically Caterpillar agreed to keep running the program for 
CSARL. CSARL has 65 employees handling parts, according to 
your charts, no warehouses, no parts suppliers, no parts inven- 


^See Exhibit No. 52, which appears in the Appendix on page 589. 
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tories, no forecasting or other software being administered from 
CSARL. 

My question: Would Caterpillar perform all of these same serv- 
ices for a third party at cost plus a small service fee while giving 
up 85 percent of its profits? Ms. Lagacy, would you do that? 

Ms. Lagacy. Yes, and I would like to 

Senator Levin. You would? 

Ms. Lagacy. Your question 

Senator Levin. You are offering to a third party 

Ms. Lagacy. No, I thought you asked me if I would answer the 
question. 

Senator Levin. No, I was asking you whether you would offer 
this — I thought you were making an offer right now to a third 
party to buy all that. 

Ms. Lagacy. No. I was attempting to answer your question. So, 
first, you said CSARL kept doing what it was doing, and, again, 
CSARL and its predecessor company were in business since 1960 
doing this work of supporting our dealers and selling parts, mar- 
keting parts, machines and engines in the territory 

Senator Levin. You have gone into what CSARL has done, and 
I am 

Ms. Lagacy. So I think that is significant. 

Senator Levin [continuing]. Just now telling you what your docu- 
ments say Caterpillar is doing. That is all. Did I read it correctly? 

Ms. Lagacy. Yes, you read the document correctly. 

Senator Levin. OK. Now, take a look at Exhibit 18, ^ Caterpillar 
Board of Directors Minutes. If you look at the first line in the sec- 
ond paragraph — do you have it? Exhibit 18, did you get it? 

Ms. Lagacy. I am on Exhibit 18. 

Senator Levin. OK. Second paragraph 

Ms. Lagacy. Which page? 

Senator Levin. It says, “Mr. Larson.” Who is that? 

Ms. Lagacy. I do not see that in the document. 

Senator Levin. OK. Is this a Board of Directors meeting you 
have, the minutes? 

Ms. Lagacy. Caterpillar Board of Directors Minutes Excerpts. 

Senator Levin. Yes. 

Ms. Lagacy. It starts with page 5? 

Senator Levin. Well, look at 1857 at the bottom, page 8. 

Ms. Lagacy. OK. 

Senator Levin. “Larson,” do you see that there? 

Ms. Lagacy. Yes. 

Senator Levin. “Larson next described the efforts underway to 
transform the parts distribution business from a United States cen- 
tric model” — this is 2012, there are “efforts underway to transform 
the parts distribution business from a United States centric 
model.” So in February 2012, about a year ago, your parts distribu- 
tion business is called “United States centric.” That is what was 
told to the Board of Directors. Are you aware of that? 

Ms. Lagacy. No, I am reading those words on this page. I was 
not involved in this meeting, so I do not know the context under 
which this discussion occurred. But, again, I can tell you that we 


^See Exhibit No. 18, which appears in the Appendix on page 411. 
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have employees and parts being handled all around the world by 
a number of people today and have for many years. 

Senator Levin. I am sure of that. That is not the question. The 
question is whether 85/15 is an appropriate split of profits on your 
parts, international parts deal, business. 

Ms. Lagacy. I would like to respond to that, if I could, Mr. 
Chairman. 

Senator Levin. Well, let me keep to these questions. “Mr. Larson 
next described the efforts underway to transform the parts dis- 
tribution business from a United States centric model” — this is a 
year ago, and you are not aware of that description to the Board 
of Directors. Is that correct, you are not aware of that by Mr. 
Larson? 

Ms. Lagacy. No. I mean, I was not a part of this. 

Senator Levin. This is the first you have seen that? 

Ms. Lagacy. If I have seen it at all, it has been simply for prepa- 
ration for this hearing. 

Senator Levin. All right. Now, there was a discussion here at the 
board meeting, according to the title there, on “Parts Growth and 
Distribution Facility Footprint Expansion.” That was at the board 
meeting. Did you know that the board was going to be discussing 
that in February 2012? 

Ms. Lagacy. I did not. 

Senator Levin. OK. Now, let me ask you, Mr. Beran, information 
which has been provided to the Subcommittee by Caterpillar shows 
that 70 percent of all purchased finished replacement parts sold 
offshore were manufactured in the United States. That is a chart 
we are going to put up. That is Exhibit lf,i which is the same thing 
as the chart. And I think, Ms. Lagacy, you used the same figure 
a moment ago. Is that correct? 

Ms. Lagacy. Yes, approximately 70 percent 

Senator Levin. Of all purchased finished replacement parts sold 
offshore manufactured in the United States, correct? 

Ms. Lagacy. Yes. 

Senator Levin. OK. Mr. Beran, would you 

Ms. Lagacy. Purchased finished, replacement parts again, by 
suppliers, yes. 

Senator Levin. Right. Do you agree with that, Mr. Beran? 

Mr. Beran. Yes. 

Senator Levin. And how many purchased finished replacement 
parts are manufactured in Switzerland, Mr. Beran? 

Mr. Beran. Narrowing things down to Switzerland does not de- 
scribe — 

Senator Levin. I am just asking you a question. You would ask 
yourself a different question. How many parts are manufactured in 
Switzerland? 

Mr. Beran. CSARL manages 

Senator Levin. Could you answer my question, please, and I am 
not asking you what you think they manage. We have gone 
through that. I am asking you a simple, direct question. 

Mr. Beran. They do not have any manufacturing in Switzerland. 


^See Exhibit No. If, which appears in the Appendix on page 281. 
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Senator Levin. Thank you. Now, what percentage of how many 
warehouses are there in Switzerland, Caterpillar warehouses or 
CSARL warehouses? Do you know? 

Mr. Beran. None, to my knowledge. 

Senator Levin. Do you know how many warehouses there are in 
the United States, Caterpillar warehouses? 

Mr. Beran. I think we discussed earlier there are around 10, but 
I do not know the exact number. 

Senator Levin. Is it true, Mr. Beran, that Caterpillar has its 
largest parts warehouse and manages its global parts inventory in 
Morton, Illinois? The largest parts warehouse of Caterpillar in Mor- 
ton, Illinois. That is my question. 

Mr. Beran. Morton has a very sizable facility. I think it is the 
largest. 

Senator Levin. Thank you. 

Mr. Beran. But we have large ones in Belgium, in Singapore, 
in 

Senator Levin. None in Switzerland. 

Mr. Beran. None in Switzerland. All of them are owned by 
CSARL or one of its subsidiaries. 

Senator Levin. I understand. You say “owned”? CSARL owns 
those? 

Mr. Beran. Owns 

Senator Levin. Who owns CSARL? 

Mr. Beran. CSARL owns all of the — excuse me? 

Senator Levin. Who owns CSARL? 

Mr. Beran. Ultimately it is owned by Caterpillar Inc., but every 
government in the world expects us to report by legal entity. 

Senator Levin. Right. So CSARL is owned by Caterpillar. 

Mr. Beran. That is correct. 

Senator Levin. You say CSARL owns those warehouses? 

Mr. Beran. CSARL either owns the warehouses or owns the enti- 
ty that owns them. 

Senator Levin. Right, and who owns the entity that owns 
CSARL? 

Mr. Beran. Ultimately Caterpillar Inc. 

Senator Levin. Fine. Are the names Stuart Levenick, Stephen 
Gosselin, Stephen Larson, and Barbara Model — are those names fa- 
miliar to you? 

Mr. Beran. I recognize those names, yes. 

Senator Levin. Do you know those names, Ms. Lagacy? 

Ms. Lagacy. Yes, I do. 

Senator Levin. Do they work in the United States? Do you 
know? 

Ms. Lagacy. Could you read the list again? I am sorry. Stu 
Levenick 

Senator Levin. Stuart Levenick? 

Ms. Lagacy. Yes. 

Senator Levin. Stephen Gosselin, Stephen Larson, and Barbara 
Model. 

Ms. Lagacy. Yes, all of them work in the United States. 

Senator Levin. Are they key leaders of Caterpillar’s parts busi- 
ness? 
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Ms. Lagacy. They are key leaders, but, again, keep in mind we 
do not have a parts business. 

Senator Levin. I am sure, but are they key leaders in the parts 
part of your business? 

Ms. Lagacy. They are key leaders of Caterpillar. 

Senator Levin. And do they work heavily in the parts part of 
Caterpillar, even though it is not signified as parts separately? 

Ms. Lagacy. They have, again, especially Stu Levenick would 
have multiple responsibilities that would go well beyond parts, but 
he does have some responsibilities there also. 

Senator Levin. And how about Stephen Gosselin? Does he have 
signific ant 

Ms. Lagacy. He has significant overall product support respon- 
sibilities, but, again, not all of those 

Senator Levin. Does that include parts? 

Ms. Lagacy. Yes. 

Senator Levin. Stephen Larson. 

Ms. Lagacy. Stephen Larson has retired. 

Senator Levin. OK. Barbara Hodel? 

Ms. Lagacy. Barb Hodel works in our parts distribution area, lo- 
gistics. 

Senator Levin. Does she work in the United States? 

Ms. Lagacy. Yes, she does. 

Senator Levin. OK. Do you know how many parts approximately 
are warehoused in the United States? 

Ms. Lagacy. I do not. 

Senator Levin. Do you know, Mr. Beran? 

Mr. Beran. The number of parts 

Senator Levin. Approximately, within a hundred million or so, 
warehoused in the United States. Would you know, Mr. Perkins? 

Mr. Perkins. No, I do not. 

Senator Levin. How about within half a billion? 

Ms. Lagacy. I would say in total I believe we have just under 
a million serviceable replacement parts. I do not know how many 
of those are stocked in the United States. 

Senator Levin. Would it surprise you to know that there is about 
a billion and a half parts, not types of parts but parts, that are 
warehoused in the United States? 

Ms. Lagacy. I do not know that number. 

Senator Levin. OK. It would not surprise you? 

Ms. Lagacy. Individual, so not part numbers but just individual 
numbers of parts, I frankly have no idea how many there might be 
housed in the United States. 

Senator Levin. OK. Would you take a look, please, at Exhibit 
53?i 

Ms. Lagacy. I do not have an Exhibit 53 in my book. 

Senator Levin. OK. 

Ms. Lagacy. Thank you. 

Senator Levin. Do you have it now? 

Ms. Lagacy. Yes. 

Senator Levin. OK. I want to talk to you about the value of what 
was transferred to CSARL as part of the license: “What intangible 


^See Exhibit No. 53, which appears in the Appendix on page 600. 



76 


property will be transferred from CAT Inc. to COSARL under the 
replacement parts license?” “Under the replacement parts license,” 
that is what we are talking about, replacement parts, not ma- 
chines, replacement parts license. 

So, first, please note that the document talks about parts, not 
machines, and “COSARL” refers to what we have been calling 
“CSARL.” 

So here is what was planned to be transferred: patents and de- 
signs; parts, including patented elements; trademarks; parts sold 
under CAT trademark; contracts; buying from suppliers Caterpillar 
already has screened, qualified, negotiated prices with; systems 
and procedures; CAT proprietary LogNet information; know-how, 
methods, forecasts, estimates. 

Now, if you take a look at Exhibit 51,^ if you would, page 2 
under “Intellectual Property.” This was transferred. Intellectual 
property includes, but is not limited to, know-how, processes, de- 
signs, specifications, engineering standards, trade secrets, inven- 
tions, patent applications, patents, copyrights, trademarks. Cater- 
pillar production system, customer lists, supplier lists, systems and 
more. 

So the economic rights to use that were transferred to your sub- 
sidiary in a tax haven. Would you have transferred all that to any- 
one but a related party? Now you have a chance to answer that 
question. Ms. Lagacy. 

Ms. Lagacy. Keep in mind that again I do not agree with your 
characterization of a tax haven, but 

Senator Levin. You do not think Switzerland is a tax haven? 

Ms. Lagacy. I do not really know the definition of a “tax haven.” 

Senator Levin. Oh, OK. But you said you disagreed with my defi- 
nition. 

Ms. Lagacy. Right, so I would not 

Senator Levin. Obviously you do not know what a definition is. 

Ms. Lagacy. It is where we have done business and where we 
had headquarters since 1960. 

Senator Levin. All right. But it is a low-tax jurisdiction under 
your own documents, and that was one of the purposes of these 
transfers. Under your own documents, to a low-tax jurisdiction. 
That is what it says: “Migrate profits to a low- tax jurisdiction.” 

Ms. Lagacy. We, again, have had a headquarters in Geneva 
since 1960 and found it to be a good base from which to grow our 
business outside the United States, and we have been fairly effec- 
tive — 

Senator Levin. Well, I am sure you said that, but take a look 
again at Exhibit 7:^ “Benefits: Migrates profits from CAT Inc. to 
low-tax marketing company.” It is not irrelevant, is it, that it was 
a low-tax marketing company? Or is it irrelevant? That is your own 
document. I have read it to you three times. 

Ms. Lagacy. Right. This is 

Senator Levin. Exhibit 7, page 3 at the end: Before: “Migrate 
profits from CAT Inc. to low-tax marketing companies.” 


^See Exhibit No. 51, which appears in the Appendix on page 576. 
2 See Exhibit No. 7, which appears in the Appendix on page 343. 
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Ms. Lagacy. Yes, and this is a PwC document, I believe. But I 
certainly would agree that the tax rate in Switzerland is much 
lower than the tax rate in the United States. 

Senator Levin. OK. So you use words, too, “low-tax [marketing] 
countries”? Don’t you ever use those words? Doesn’t Caterpillar use 
those same words? Yes or No. 

Ms. Lagacy. We do not use the word “tax haven,” but there are 
certainly 

Senator Levin. How about “low tax” and “high tax”? 

Ms. Lagacy [continuing]. Countries that are lower tax than oth- 
ers. 

Senator Levin. How about “low tax”? Do you ever use those 
words? Take a look at Exhibit 17.^ The number at the bottom is 
5979. It has a CAT number at the bottom. Do you see it, page — 
I think it may be page 6 on your — do you see that? 

Ms. Lagacy. Starting — the title 

Senator Levin. Effective tax drivers. 

Ms. Lagacy [continuing]. Is “2009 Effective Tax Rate — Drivers.” 

Senator Levin. Yes, do you see that in that oval at the right, 
“Losses in high tax rate countries, profits in low”? Do you see that? 

Ms. Lagacy. I do see that. 

Senator Levin. OK. My question is: Would you have transferred 
all that, all of that that was in the licensing agreement to anybody 
but a related party? 

Ms. Lagacy. Again, to answer that question, keep in mind that 
everything that we have done has been at an arm’s-length stand- 
ard, so all of that 

Senator Levin. Well, that is my question. Would you sell that to 
an unrelated party? Would you give a license to an unrelated 
party? That is my question. 

Ms. Lagacy. That would require a business decision based on the 
economics of that situation. I cannot simply answer that yes or no. 

Senator Levin. You cannot answer that no? 

Ms. Lagacy. No, I cannot. 

Senator Levin. OK. I think it is you would not answer that no. 
But you can answer it no because nobody in their right mind would 
sell to an unrelated party what Caterpillar transferred in that li- 
cense agreement for nothing. 

Ms. Lagacy. I think it would be 

Senator Levin. No company will do that. 

Ms. Lagacy. And, again, it was not for nothing, of course. There 
is a royalty 

Senator Levin. Well, not for nothing. They kept 15 percent of the 
profits and transferred 85 percent of the profits in the future, but 
there was no consideration for the transfer. 

Ms. Lagacy. And, again, if you look at the 15-percent number, 
if you consider CSARL’s full — I do not think it gives a total picture 
because if you consider CSARL’s total licensed business, that num- 
ber is slightly above 30. And if you then add on to that the service 
fees and the Subpart F income, it is actually more than half of the 
income from CSARL that incurs U.S. tax rates. 


^See Exhibit No. 17, which appears in the Appendix on page 403. 
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Senator Levin. My question to you is: Do you think any company 
would transfer with no consideration what was in that license? Are 
you not able to answer that? I think every corporate executive in 
the world would answer that, but you in front of this Sub- 
committee. There is no way you would transfer that to an unre- 
lated company. Is that not true? 

Ms. Lagacy. Keep in mind 

Senator Levin. OK. You cannot answer that. Is that right? You 
cannot give a yes or no answer to that? 

Ms. Lagacy. I am trying to answer your question. 

Senator Levin. Are you able to give a yes or no answer to that 
question? 

Ms. Lagacy. I cannot give a yes or no answer to that question 
without understanding the full situation and the economics of what 
you are talking about. I think it would be irresponsible 

Senator Levin. I am talking about the license that was given to 
CSARL. That is what I have been talking about. 

Ms. Lagacy. Right. There was a license granted to CSARL, and 
CSARL was the organization that had developed the dealer net- 
work and continued to work with the dealer network to 

Senator Levin. Had developed the dealer network? You mean 
Caterpillar never developed the dealer network? 

Ms. Lagacy. COSA, CSARL’s predecessor company, COSA, was 
in business since 19 

Senator Levin. Of course. I am not saying they did not help de- 
velop a dealer network, but according to your own transfer docu- 
ments, the major developer was Caterpillar. I am not saying 
CSARL did not help develop a network. 

Ms. Lagacy. Right. 

Senator Levin. Of course they did. 

Ms. Lagacy. COSA, the predecessor company to CSARL, COSA, 
developed that dealer network outside of the United States. 

Senator Levin. They helped develop, but Caterpillar was the 
major developer of markets everywhere, according to your transfer 
agreement, your transfer documents, which I have read before. 

Ms. Lagacy. Again, I do not agree with the statement. 

Senator Levin. OK. All right. Are patents, trademarks, know- 
how, are they not crown jewels of a company? 

Ms. Lagacy. Those are very important, yes. 

Senator Levin. They were transferred to CSARL, the economic 
rights to those? Is that not true? 

Ms. Lagacy. So, again, there was a license agreement 

Senator Levin. I am just asking you if it is true. 

Ms. Lagacy. There was a royalty paid. 

Senator Levin. I am just asking you if it is true. 

Ms. Lagacy. My colleague Mr. Reran may be able to talk more 
precisely about specifically what was included in the CSARL li- 
cense. 

Senator Levin. Well, I read it to him once before. I read the pat- 
ents, trademarks — OK? I read that to all of you. Are those not 
crown jewels of a company? 

Mr. Reran. What was transferred was the right to use them. 

Senator Levin. Of course. 
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Mr. Beran. Caterpillar did not give them up. Caterpillar Inc. 
continued to receive compensation 

Senator Levin. How much? 

Mr. Beran [continuing]. For the utilization of those. 

Senator Levin. You are just talking about the parts profits that 
they retained. 

Mr. Beran. No, the patents were related not just to the parts ac- 
tivities but 

Senator Levin. I understand. I am talking about patent 
parts 

Mr. Beran [continuing]. To the overall 

Senator Levin. Come on, Mr. Beran. We are talking about pat- 
ents relating to parts. 

Mr. Beran. The patents were related to all Caterpillar IP related 
to product design and parts. 

Senator Levin. And parts. That is what we are talking about. 
That is what the strategy related to, was parts. 

Mr. Beran. It is an overall license for the entirety of the busi- 
ness. 

Senator Levin. Including the parts. 

Mr. Beran. Parts are an integral element of our overall 

Senator Levin. That is why I say “including the parts.” 

Mr. Beran [continuing]. Product strategy. 

Senator Levin. That is why I said “including the parts.” 

Mr. Beran. Yes, it includes the parts. 

Senator Levin. OK. The tax strategy, related to parts, did it not? 

Mr. Beran. It related to the overall business. We were aligning 
with how the product managers and the other managers of the 
company ran the business. 

Senator Levin. No, I understand what you are repeating here, 
but I am just reading document, after document, after document, 
after document, parts, parts, parts, parts. That tax strategy related 
to parts, did it not? That is my question. 

Mr. Beran. If you talk 

Senator Levin. Did the tax strategy relate to parts? That is my 
question. 

Mr. Beran. It included parts. 

Senator Levin. All right. It did not relate to parts. It included 
parts. Did you see anything other than parts? Did you ever see 
anything other than parts related on the documents that I have 
read? 

Mr. Beran. Well, Senator, if you select documents prepared by 
people from our logistics business, they will primarily talk about 
parts. 

Senator Levin. And do you have documents with you that say 
that what was transferred was something other than parts? 

Ms. Lagacy. Well, again, CSARL is an integrated entre- 
preneur — 

Senator Levin. I know. I am just asking you 

Ms. Lagacy. That does include 

Senator Levin. You are talking about the documents which we 
got. I am just asking you, do you have other documents? 

Mr. Beran. I did not bring any documents. 
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Senator Levin. Take a look at Exhibit 7.^ I am going to just go 
back to this one more time. This was the proposal that you accept- 
ed and implemented for this tax strategy in Switzerland: “Re- 
characterize marketing company income” — recharacterize it, mind 
you — “to achieve U.S. tax deferral.” And look what is said down 
here. What is left out? “Out of chain.” 

Ms. Lagacy. I am still 

Senator Levin. Are you having trouble finding it? 

Ms. Lagacy. Could you help me see — I am at the bottom it is 
4619. Is that the 

Senator Levin. No. 

Ms. Lagacy. OK. 

Senator Levin. 4618. 

Ms. Lagacy. OK. 

Senator Levin. Do you see where it says, “Remove Caterpillar 
Inc. from the chain of title for purchased finished parts . . .”? Do 
you see that? 

Ms. Lagacy. Yes. 

Senator Levin. That is the strategy. I am going to read it to you 
for the last time, because this is the strategy, is to “Remove Cater- 
pillar Inc. from the chain of title passage for purchased finished 
parts . . .” OK? I do not know 

Ms. Lagacy. But I believe 

Senator Levin. I know. I understand there was more than that, 
but I am just talking about 

Ms. Lagacy. Right, it was more than that. 

Senator Levin. I am talking about the tax strategy. 

Ms. Lagacy. Well, again, the tax strategy was established to fol- 
low the business strategy. CSARL was set up as an integrated en- 
trepreneur, and it did include more than parts. It did also include 
manufacturing facilities and other things. 

Senator Levin. All right. Mr. Perkins, if you take a look at Ex- 
hibit 34,2 ig g deposition that you provided under oath in 2010 
about the Swiss tax strategy designed by Pricewaterhouse for Cat- 
erpillar involving CSARL and the non-U. S. parts profits. When you 
were asked in that deposition, “Was there any business advantage 
to Caterpillar Inc. to have this arrangement” — meaning the CSARL 
transaction — “put in place other than the avoidance or deferral of 
income taxation at higher rates?” you responded under oath, “No, 
there was not.” Was that truthful? 

Mr. Perkins. Mr. Chairman, at the time that I gave that deposi- 
tion in the employment lawsuit, it was a couple years after I had 
retired. In terms of the response to that specific question, that is 
a true statement. But I would like to have the opportunity to clar- 
ify what I did not say at that time. The activities associated with 
the removal of CAT Inc. from the supply chain did, in fact, have 
significant business activities accompanying them. When I re- 
sponded to this question, I responded negatively, but the point is 
I 

Senator Levin. I know what the point is now. I am asking you 
was it true that, when you said to the question, was there any 


^See Exhibit No. 7, which appears in the Appendix on page 343. 

2 See Exhibit No. 34, which appears in the Appendix on page 493. 
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business advantage to Caterpillar to have this arrangement put in 
place other than the avoidance or deferral of income taxation at 
higher rates, your answer: “No, there was not.” And my simple 
question to you — and I know what you would like to say now. My 
simple question to you is: Was that true when you said it? 

Mr. Perkins. When I responded, I am responding from a tax 
viewpoint, and I look at things from a financial impact, first upon 
legal entity, then upon the business unit, certainly from a legal en- 
tity standpoint there was a financial advantage, that legal entity 
changes are transparent to our business units. And so any after- 
tax benefit that was generated creating a financial advantage to 
the enterprise, that was not reflected on the business unit’s per- 
formance. 

Senator Levin. “Question: What was the benefit to Caterpillar 
Inc. to have CSARL purchase finished replacement parts instead of 
having Caterpillar Inc., buy them and sell them to CSARL?” 

Your answer: “It would alter the character of the income from 
CSARL from includable deemed distribution income to the U.S. 
[United States].” 

Was that true? 

Mr. Perkins. Again, from 

Senator Levin. I am just asking, was your answer true? 

Mr. Perkins. Yes, it was. 

Senator Levin. “Question:” — same deposition under oath — “So 
the advantage to Caterpillar Inc. would be that it would pay less 
Federal income tax?” 

“Answer: Yes.” 

Was that true when you said it? 

Mr. Perkins. Yes. 

Senator Levin. Mr. Reran, are CSARL’s financial results in- 
cluded within Caterpillar’s U.S. consolidated financial statement? 

Mr. Reran. Yes, they are. 

Senator Levin. Are any CSARL losses that might come to pass 
ultimately then be reflected in that financial statement? 

Mr. Reran. They would be in the financial statements; they 
would not necessarily be reflected in the U.S. tax returns. 

Senator Levin. Of course. Rut in that financial statement, they 
would be included? 

Mr. Reran. In our 

Senator Levin. Consolidated financial 

Mr. Reran [continuing]. Consolidated financial statements, yes, 
they would. 

Senator Levin. Any of CSARL’s losses are in that consolidated 
Caterpillar, as the parent, financial statement. Please take a look, 
if you would, at Exhibit 17. ^ 

[Pause.] 

On page 5984, it says “Cash Management, ‘Crossover’ cash build- 
up in Geneva.” Do you see that page? 

Ms. Lagacy. Yes. 

Senator Levin. OK. “Caterpillar Definition: Crossover occurs 
when offshore cash no longer can be accessed in the United States 
without incremental U.S. tax cost.” In other words, if you tried to 


^See Exhibit No. 17, which appears in the Appendix on page 403. 
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bring that offshore cash back to the United States, you would have 
to pay taxes on it. And even with a credit for taxes paid in Geneva, 
it indicates you would have to pay 25 percent on that cash. 

At the bottom it says you are working to “develop tax efficient 
repatriation strategies.” And then on page 12, it lists some of those 
strategies, with a goal of repatriating $3 billion. It talks about 
loans, tax-efficient dividends, prepaying royalties, and goods pre- 
payment. 

Did you work on those strategies, do you know, Ms. Lagacy? 

Ms. Lagacy. I was not there at that time, but I think I can shed 
some light on this general topic. We are, again, about a $56 billion 
company 

Senator Levin. Well, I am not talking about at that time. I am 
saying have you continued to work — let me put it in the present — 
on those tax strategies? 

Ms. Lagacy. We have approximately $3.5 billion offshore at this 
point outside of the United States, and that is available for general 
corporate use and can be repatriated without significant additional 
U.S. tax. Most of that money is outside the United States because 
it is needed to run our businesses outside the United States. Again, 
65 percent of our $56 billion in sales and revenues comes from out- 
side of the United States. 

Senator Levin. And how much, if you repatriated, would be sub- 
ject to tax here? 

Ms. Lagacy. Again, because of previously taxed income, trans- 
actions that have already been taxed at the U.S. rate, a substantial 
sum can be returned, significant amounts can be returned, nearly 
all of that, without any substantial income tax in the United 
States. 

Senator Levin. All right. Is there any part of that which you 
would have to pay a tax on, U.S. tax? 

Ms. Lagacy. There might be some very minor, but it would be 
very insignificant. It is available for general corporate use and 
could be brought back to the United States without any additional 
significant tax burden in the United States. 

Senator Levin. What does this mean, “tax-efficient repatriation 
strategies,” and why can’t you just — it says $3 billion. Why can’t 
you just bring it back to the United States? 

Ms. Lagacy. Again, I believe this is a 2010 document, and I am 
not exactly sure of the situation back in 2010 with cash. But, 
again, I am telling you that today I know you have situations of 
companies that you have talked to that have significant amounts 
of cash outside the United States that cannot be repatriated, but 
we are not one of those companies. 

Senator Levin. All right. So, in other words, you said $17 billion? 
How much did you have in cash? 

Ms. Lagacy. No. We have $3.5 billion in cash as of the end of 
2013. 

Senator Levin. And you could repatriate all of that without pay- 
ing any U.S. tax on it? 

Ms. Lagacy. What I said was it is available for general corporate 
use, and that cash could come back without significant additional 
U.S. tax. There may be some small amounts there. 

Senator Levin. No. You answered the question. 
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Ms. Lagacy. ok. 

[Pause.] 

Senator Levin. I had made a reference before to documents that 
were written in the 1970s which said that CAT Inc. had the largest 
role with regard to market and dealer development. Do you agree 
with that? These are Caterpillar documents. I have read them be- 
fore, today, and you were here, I believe. Exhibit 4a, ^ if you want 
to look at it again. 

Ms. Lagacy. Yes, Exhibit 4a. Oh, this is a Pricewaterhouse docu- 
ment? 

Senator Levin. Yes. The same thing was said in 1996, 1995, 
1994, and 1997. 

Ms. Lagacy. Right. That was stated by Pricewaterhouse. 

Senator Levin. Right. I am just asking you, it says here, “Cat 
Inc. has the largest role with regard to market and dealer develop- 
ment,” gives the reasons, it acknowledges or says that the mar- 
keting companies also have major responsibility for market devel- 
opment. In fact, this is their primary responsibility. That is what 
they do. But it says that the largest role with regard to market and 
dealer development is CAT Inc. Do you agree with that statement? 
That is what I am asking. 

Mr. Beran. Senator, at that time the U.S. market was over half 
the world, so by definition it would have the largest responsibility 
related to that. 

Ms. Lagacy. But, again, as we have said, COSA had the primary 
responsibility, the predecessor company to CSARL, to developing 
that network outside of the United States. 

Senator Levin. All right. By the way, it says it has the largest 
role with regard to that for three reasons. The third is, “it con- 
tinues to be involved with the development and oversight of world- 
wide marketing programs and approaches.” Did you agree with 
that statement? 

Ms. Lagacy. Could you point me to the page that you are on 
now. 

Senator Levin. The same page. 

Ms. Lagacy. OK. Thank you. 

Senator Levin. No. 3, “it continues to be involved with the devel- 
opment and oversight of worldwide marketing programs and ap- 
proaches.” Do you agree with that? 

Ms. Lagacy. I would say that most of the specific marketing pro- 
grams and discounting and merchandising programs and such that 
happen outside of the United States are driven by CSARL today. 

Senator Levin. OK. My understanding, Ms. Lagacy, is that a 
dealer cannot be added or dropped from the Caterpillar network or 
significantly change its territory without permission from Cater- 
pillar executives in the United States. Is that correct? 

Ms. Lagacy. We have 178 dealers around the world, and I do not 
know that for a fact. That seems reasonable to me, but I do not 
know that for a fact. Or we have very little attrition 

Senator Levin. Do either of these other two witnesses know 
whether that is true? 

Mr. Beran. I do not. 


^See Exhibit No. 4a, which appears in the Appendix on page 302. 
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Senator Levin. OK. 

Mr. Perkins. Neither do I. 

Senator Levin. OK. 

Ms. Lagacy. We have very little attrition in our dealer network 
around the world, so that would not happen frequently. 

Senator Levin. Well, that I know, but I am just saying it is my 
understanding that a dealer cannot be added or dropped from the 
Caterpillar network or significantly change its territory without 
permission from Caterpillar executives in the United States, and 
you have no reason not to believe that. Is that 

Ms. Lagacy. I have no reason not to believe that. I do not know 
it for 

Senator Levin. But that is what was told to us by Caterpillar. 

Ms. Lagacy. OK. 

Senator Levin. Now, in February, Caterpillar launched a major 
effort to toughen oversight of its dealers around the world. Are you 
familiar with that, Ms. Lagacy? 

Ms. Lagacy. Yes. I believe you are referring to our across-the- 
table initiative. 

Senator Levin. Well, I am not sure of the name of it, but let us 
keep going. 

Ms. Lagacy. OK. 

Senator Levin. It required “underperforming dealers” to submit 
by the end of 2014 a plan for improving their sales. Is that the 
same initiative? 

Ms. Lagacy. You said it was launched in February of this year? 
Yes. 

Senator Levin. Does that sound like what you just 

Ms. Lagacy. Yes, it does sound like that. 

Senator Levin. OK. 

Ms. Lagacy. Yes. 

Senator Levin. Now, the plan has to be submitted to and ap- 
proved by Caterpillar in the United States. Is that correct? 

Ms. Lagacy. I do not know 

Senator Levin. You do not know for sure? 

Ms. Lagacy. I actually do not know that. 

Senator Levin. Well, then let me tell you that it does, and if it 
is not true, you can correct for the record what I am saying. OK? 

Ms. Lagacy. OK. 

Senator Levin. It has to be approved by Stuart Levenick. Who 
is he? 

Ms. Lagacy. He is one of our group presidents. 

Senator Levin. Is he the group president of Caterpillar’s cus- 
tomer and dealer support? 

Ms. Lagacy. Yes. 

Senator Levin. He works out of Illinois? 

Ms. Lagacy. He does. 

Senator Levin. So dealers whose plans are approved then have 
3 years to meet their sales targets, or they may be dropped from 
the network. Is that correct? 

Ms. Lagacy. I do not know all the specifics of the program. The 
intention of the program is benchmarking amongst our dealers and 
looking at the dealers that are the highest performing around the 
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world in a number of different elements and helping to improve the 
performance of all of our dealers around the network. 

Senator Levin. Right. And those dealers then have to get their 
plan approved or they have to meet the sales, as I understand it, 
targets or they may be dropped. Is that true or not? 

Ms. Lagacy. I do not know. Stu Levenick’s organization does in- 
clude the distribution groups that are headquartered — one vice 
president in Geneva, one vice president in Singapore, and one vice 
president in the United States. And they have the distribution 
services responsibilities which will be coordinating the work with 
each of the dealers. I do not have all the details on that program. 

Senator Levin. But he is head of the whole thing, right? 

Ms. Lagacy. They report to Stu Levenick, those three distribu- 
tion — 

Senator Levin. Right, and he is in Illinois, right? 

Ms. Lagacy. Yes, he is. 

Senator Levin. OK. So it is being run out of the United States. 
That is the top of it, that is the responsibility for it. It is not run 
by CSARL, is it? 

Ms. Lagacy. Well, but keep in mind 

Senator Levin. I know CSARL is part of it. You just told us. I 
am just simply 

Ms. Lagacy. Yes, but the 

Senator Levin. I know CSARL is part of it and so are the other 
distribution companies — I am just asking you, the head of this ef- 
fort, the driver of this effort, the one who is going to decide wheth- 
er or not a dealer stays in or is not going to be allowed to stay in 
is Mr. Levenick in Illinois. Is that correct? 

Ms. Lagacy. Mr. Levenick will hold his vice presidents account- 
able — 

Senator Levin. I am sure he will. 

Ms. Lagacy [continuing]. To work with the dealers in their re- 
gion, so those vice presidents have that accountability and respon- 
sibility, and, yes, they do work for Stu Levenick. 

Senator Levin. OK. They do not work for CSARL. The head of 
CSARL is not the guy who makes the decision, right? It is Mr. 
Levenick? 

Ms. Lagacy. Again, working 

Senator Levin. OK. That is OK? 

Ms. Lagacy. OK. 

Senator Levin. Are the Caterpillar dealers independent outfits? 

Ms. Lagacy. Caterpillar dealers are — they are an independent 
dealer network, yes. 

Senator Levin. All right. And who is in charge of the oversight 
efforts? 

Ms. Lagacy. In terms of overall dealer administration, that re- 
ports into our distribution groups, of which we have three — one in 
Geneva, one in Singapore, and one in the United States — and their 
employees. 

Senator Levin. All right. Prior to the 1999 transaction. Cater- 
pillar U.S. had been buying purchased finished replacement parts, 
mostly from manufacturers here in the United States, transferring 
them to its Swiss affiliate, which then transferred them primarily 
to Caterpillar’s non-U. S. dealers. Is that right? Prior to 1999. 
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Ms. Lagacy. Correct. 

Senator Levin. Caterpillar reported most of the sales income on 
its U.S. tax return, international parts sales income on its tax re- 
turn. Is that correct? 

Ms. Lagacy. Mr. Beran. 

Senator Levin. Is that right? 

Mr. Beran. Until? 

Senator Levin. Until 1999. 

Mr. Beran. Caterpillar Inc. would have reported most of it, 
though a si^ificant portion was paid out to the, what we call “com- 
mercial entities” that were responsible for manufacturing. Not all 
of those were in CAT Inc. or in the United States. 

Senator Levin. Right, but most of that income would have been 
shown on the U.S. tax return. 

Mr. Beran. I believe most of it was, yes. 

Senator Levin. Is it true that until 1999, 85 percent or more of 
its international replacement parts sales income was included on 
Caterpillar’s U.S. tax return and about 15 percent of the income 
was reported as Swiss income? Is that correct? In Switzerland. In 
other words, would not have been reported in the United States. 
Is that correct? 

Mr. Beran. I do not remember the exact ratio. 

Senator Levin. OK. Well, let us assume for the purpose of this 
discussion it was about that. Is that fair enough? 

Mr. Beran. OK. 

Senator Levin. OK. So Caterpillar had a method of keeping track 
of profits for business purposes, something known as “accountable 
profits.” Is that correct? 

Ms. Lagacy. Yes. 

Senator Levin. And the accountable profits which Caterpillar 
tracked on its internal management systems allocated income to 
each of the business groups throughout Caterpillar, and incentive 
pay was based on each group’s accountable profits results. 

So far are you with me? Is that true? 

Ms. Lagacy. Yes. 

Senator Levin. OK. Prior to the 1999 transaction, the account- 
able profits on parts sales matched the results for tax purposes. 
About 85 percent of the accountable profits stayed with the busi- 
ness groups in the United States which had designed and built and 
tracked and shipped the parts, while 15 percent, approximately, of 
the accountable profits were allocated to Switzerland in exchange 
for their marketing efforts. Is that correct, Mr. Beran? Roughly, in 
other words, the accountable profits matched the legal entity’s tax 
reporting. Is that correct? 

Mr. Beran. I am not really familiar with the accountable profit 
numbers. 

Senator Levin. Is anybody here? 

Ms. Lagacy. The accountable profit system is not intended to be 
the same as what we report legal entity. It is an internal organiza- 
tional method of helping to drive behavior. So I do not believe that 
we are understanding the relationship you are making. 

Senator Levin. Well, is it not true that 85 percent approximately 
of the accountable profits stayed with business groups in the 
United States before 1999? Is that true? 
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Ms. Lagacy. I do not know that. 

Senator Levin. All right. Now, the 1999 transaction significantly 
changed how profits were allocated for tax purposes. Would you 
agree with that? 

Ms. Lagacy. I would say that it did not change how profits were 
allocated; rather, it correctly identified in 1999 where the profits 
were earned. 

Senator Levin. And was that a major change from the way it 
was previously identified? 

Ms. Lagacy. The major change was removing the unnecessary 
middleman in the transaction 

Senator Levin. I understand. 

Ms. Lagacy [continuing]. Because that work had always been 
done by CSARL. 

Senator Levin. Right. 

Ms. Lagacy. So in setting up the 

Senator Levin. I understand the theory of it, and the “unneces- 
sary middleman” is absurd — to call Caterpillar Inc. an “unneces- 
sary middleman is utterly absurd. You have heard that from me, 
and I have heard from you your explanation. But in any event, was 
there a major change after 1999? You just described a major 
change. 

Ms. Lagacy. Again, so if I could be clear, the work being done 
in CSARL prior to 1999 and after 1999 was not a major change. 
The change 

Senator Levin. All right. I am not saying the work was 

Ms. Lagacy [continuing]. That came about 

Senator Levin. Listen to my question, please. I am not saying 
that the work was changed after 1999. It obviously was not. What 
I am asking you is: Did that have an impact on the allocation of — 
did that have an impact on the tax return? 

Ms. Lagacy. Yes, in 1999, with the establishment of the license 
agreement, the royalty, and the service fees, and taking CAT Inc. 
out of the chain, there was an impact on taxes. 

Senator Levin. OK. 

Ms. Lagacy. Yes. 

Senator Levin. OK. Now, was it understood at the time that that 
transaction was not going to have a negative impact on the U.S. 
division’s accountable profits? Was that understood, Mr. Perkins? 
Let me ask you. 

Mr. Perkins. Mr. Chairman, there are significant differences be- 
tween legal entities and business units and accountable profits. I 
cannot answer that question. 

Senator Levin. You are saying that you do not know whether or 
not at that time there was an understanding that that transaction 
was not going to have a negative impact on the U.S. division’s ac- 
countable profits? 

Mr. Perkins. Mr. Chairman 

Senator Levin. You do not know? 

Mr. Perkins. I do not know. I was a tax person. I was in- 
volved — 

Senator Levin. You do not know whether there was any such un- 
derstanding? 

Mr. Perkins. I do not know. 
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Senator Levin. Do you know, Mr. Beran? 

Mr. Beran. I do not really recall. 

Senator Levin. Well, then let me tell you — do you know, Ms. 
Lagacy? 

Ms. Lagacy. I am not aware 

Senator Levin. Was there an understanding? 

Ms. Lagacy. I am not aware — I mean, generally what I can tell 
you is that the accountable profit system that we use internally to 
drive behavior is a before-tax system, so it typically is not including 
after-tax measurements. 

Senator Levin. OK. But it is a way, is it not, of rewarding divi- 
sions for their work? 

Ms. Lagacy. It is a way 

Senator Levin. It affects people’s bonuses, does it not? 

Ms. Lagacy. It is a way of establishing goals and driving busi- 
ness behavior, which ultimately can impact the incentive pay. 

Senator Levin. And rewards. “Incentive pay,” that is good 
enough. 

Ms. Lagacy. Yes, it is an accountable system to drive the organi- 
zation. 

Senator Levin. OK. And is it not true that the U.S. business di- 
visions kept about the same proportion of that accountable parts 
profits after the CSARL transaction? 

Ms. Lagacy. I do not know that. 

Senator Levin. Do you know, Mr. Perkins? 

Mr. Perkins. As I said earlier, as a tax person, I focused on 

Senator Levin. No, I am just saying, do you know? 

Mr. Perkins. I do not know. 

Senator Levin. Do you know? 

Mr. Beran. No. The accountable system was really independent 
of the legal entities reporting. 

Senator Levin. I am just asking you the question whether or not 
you are aware of the fact that the U.S. business divisions kept the 
same percentage of accountable parts profits after the transaction 
as they had before the transaction. They got about the same 
amount. Are you not aware of that? Did you not tell our staff that? 

Ms. Lagacy. I think that, again, part of the confusion 

Senator Levin. No, no, no. Mr. Beran. Excuse me. Mr. Beran, did 
you not tell our staff that? 

Mr. Beran. We were not directly impacting the accountable sys- 
tem, so I do not know exactly what 

Senator Levin. That is a pretty good answer, that this, whatever 
we want to call it, but that transaction, that CSARL transaction 

and license, did not affect the accountable profits issue. Is that 

Mr. Beran. The accountable system was not aligned with inter- 
national tax law. It was 

Senator Levin. I understand. 

Mr. Beran [continuing]. To drive behavior. So 

Senator Levin. Of course it was. I am just asking you a question. 
It was not impacted by that major change in how the taxes were 
going to be paid. Is that correct? 

Mr. Beran. Not to my knowledge. 

Senator Levin. OK. Mr. Perkins, while you were working on the 
CSARL structure in 1999, was it your understanding that it was 
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not supposed to change the operational functioning of the parts 
business in any significant way, just the invoicing system? Was 
that your understanding? 

Mr. Perkins. The invoicing system with respect to unrelated 
suppliers to CSARL did 

Senator Levin. Except for the invoicing system, my question to 
you is: While you were working on the CSARL structure, was it 
your understanding that it was not supposed to change the oper- 
ational functioning of the parts business in any significant way? 
With that exception of invoicing, was that your understanding? 

Mr. Perkins. No. There were significant changes, both legal, ac- 
counting, as well as tax. Legal externally in terms of the contrac- 
tual relationships 

Senator Levin. I am not saying legal. I am talking about oper- 
ational functioning. My question to you has to do with the oper- 
ational functioning. Was it your understanding that there was not 
going to be any significant change in the operational functioning of 
the parts business? That is my question. 

Mr. Perkins. Physical goods moved the same way after the re- 
structuring as it did prior to the restructuring. 

Senator Levin. Thank you. 

[Pause.] 

Well, there has been plenty of talk here today of suggesting that 
by enforcing the current tax laws, that somehow or other we are 
going to endanger American manufacturing. Well, I am as enthusi- 
astic a supporter of American manufacturing as there is. At least 
there is no one who is more enthusiastic. But if Caterpillar has 
ideas for how our tax code can better support manufacturers, I am 
all ears. So is everybody else. It is pretty obvious that everyone on 
this Subcommittee would be very welcoming of such suggestions. 

I am a strong supporter of R&D tax credits. I am a strong sup- 
porter of advanced manufacturing tax credits. I am a strong sup- 
porter of accelerated depreciation and energy efficiency tax credits 
and other tax policies that help American manufacturing. So I sup- 
port tax policies that help Caterpillar and other manufacturers 
compete around the world. 

What I do not support is making this a competition to see who 
has the most creative tax lawyers. I do not support tax loopholes 
that other manufacturers either are not positioned to exploit or 
refuse to exploit. We need more policies to support manufacturing, 
but that is not what we have here at this investigation. 

Caterpillar’s Swiss strategy is not the result of conscious policy- 
making to support American manufacturing. It is just simply a tax 
loophole, actual or perceived. And allowing it to continue is unfair 
to other companies, to American families who do not have an army 
of lawyers and accountants at their disposal. 

So I cannot support what is going on here. I know Caterpillar is 
an American success story, and they have every right to be proud 
of that success. It is an American company. Its headquarters are 
here. Most of its executives are here. Most of its parts are made 
here. Most of its parts are stored here. Most of its parts are 
shipped from here. Most of its parts, forecasting, inventory man- 
agement, and logistics are handled here. 
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But since 1999, most of its international parts profits go to Swit- 
zerland. And the contrast between Caterpillar U.S. and Swiss parts 
operations is dramatic. Switzerland does not manufacture any Cat- 
erpillar parts. The United States manufactures 70 percent of the 
parts sold abroad. Switzerland does not have a single parts ware- 
house. The U.S. stores one and a half billion parts. Only 65 Swiss 
employees handle parts versus 5,000 in the United States. Cat- 
erpillar’s Swiss operation does not have the personnel, does not 
have the infrastructure or expertise to run a global parts business. 

They have a role, obviously, in promoting parts and in working 
with dealers, but they do not have the personnel, the infrastruc- 
ture, or the expertise to run a global parts business. 

Now, everyone knows what happened here. The documents could 
not be clearer. It is a tax deal. Caterpillar used to pay taxes on al- 
most all of its parts profits. That was before 1999. In 1999, Cater- 
pillar transferred a license to its wholly owned subsidiary CSARL, 
which allowed it to sell Caterpillar parts, more Caterpillar parts 
overseas in more places. It got back a royalty equal to 15 percent 
of the parts profits, which meant the other 85 percent stayed in 
Switzerland, where, by the way. Caterpillar had negotiated a spe- 
cial low tax rate of 4 to 6 percent. The usual Swiss tax rate is 8.5 
percent. Caterpillar used the licensing agreement to shift profits of 
$8 billion to Switzerland while avoiding U.S. taxes of $2.4 billion 
and counting. That is an ongoing number. It is about $300 million 
a year now in tax avoidance that is going to Switzerland instead 
of here. 

Caterpillar was not compensated for turning over its parts busi- 
ness to CSARL — no compensation. Even though it had spent 75 
years developing the business and allowed CSARL to use its pat- 
ented parts, supplier base, state-of-the-art parts tracking, fore- 
casting, ordering and management systems it got paid less than 
nothing, by the way, since it traded $1 of profits to CSARL for 15 
cents in return. And at the same time. Caterpillar kept doing all 
of the work — that is what it was doing, that was the deal — and it 
continued to bear economic risk, all of the economic risk. As the 
parent corporation, it is a consolidated return. 

No reasonable business would have transferred its crown jewels 
to an unrelated party for less than nothing, keep doing all the work 
and continuing to bear the economic risk. It is clear that the Cater- 
pillar licensing transaction fails the arm’s-length standard. It also 
fails the economic substance test because it had no business pur- 
pose other than tax avoidance. It started as a tax strategy, and 
Caterpillar paid over $55 million to Pricewaterhouse to design and 
to implement it. 

Yet Caterpillar asserts it acted in compliance with U.S. tax laws, 
and that issue is up to someone else to decide. But if Caterpillar 
is right, our laws need even more strengthening than I think they 
do. The IRS has to step up its enforcement to stop the multi- 
national offshore profit shifting and needs to start requiring trans- 
fer pricing agreements that disclose and justify the profit splits be- 
tween U.S. parents and their tax haven subsidiaries. It needs to 
clarify that the economic substance law applies to transfer pricing 
agreements, and Congress needs to pass the Stop Tax Haven Abuse 
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Act, which I and others have introduced, to shut down the existing 
offshore tax loopholes. 

Thanks to all of our panelists, and again our thanks to Cater- 
pillar and to Pricewaterhouse for their cooperation with the Sub- 
committee. We stand adjourned. 

[Whereupon, at 2:31 p.m., the Subcommittee was adjourned.] 
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Opening Statement of Senator Carl Levin 
Senate Permanent Subcommittee on Investigations Hearing on 
Caterpillar’s Offshore Tax Strategy 
April 1, 2014 

This Subcommittee for many years has investigated how some of our most profitable 
corporations exploit loopholes in the U.S, tax code to shift income and profits to offshore tax havens, 
thereby denying tax revenue to Uncle Sam. Corporate income tax revenue accounts for a smaller and 
smaller share of federal receipts, and today is down to about 10% of federal revenue, despite the fact that 
corporate profits are at an all-time hi^i. Tax avoidance through the use of dubious tax loopholes costs the 
treasury tens of billions each year, making it harder for us to invest in the education, innovation and 
infrastructure that promote our prosperity, and to adequately fund our national security, while at the same 
time increasing the tax burden on families and businesses who can’t employ an army of tax lawyers. 

The subject of our report and of today’s hearing is Caterpillar Inc. Caterpillar is an American 
success story that produces iconic industrial machines. But it is also a member of the corporate profit- 
shifting club that has transferred billions of dollars offshore to avoid paying U.S. taxes. We will examine 
Caterpillar’s tax strategy at today’s hearing. But first I want to thank Caterpillar and its accounting firm, 
PricewaterhouseCoopers (PWC). for their cooperation with the Subcommittee. 

Headquartered in Peoria, Illinois, Caterpillar designs and builds a wide range of heavy 
construction equipment, power generators, and engines, assembling most of them here in the United 
States. On worksites around the world, its bright yellow machines are symbols of U.S. manufacturing 
excellence. Its revenues exceeded $120 billion over the last two years. 

In addition to manufacturing machines. Caterpillar operates a lucrative replacement parts 
business, selling Caterpillar-branded parts to customers around the world. It is this aspect of their 
business, specifically its foreign sales of replacement parts, on which this hearing will focus. 

Caterpillar machines arc known for their durability and dependability; they last literally for 
decades, a testament to their quality. To ensure their machines keep running well, Caterpillar works to 
deliver needed parts anywhere in the world within 24 hours of an order. This commitment limits the 
amount of time a machine is out of service as well as extending its life. Its parts operation helps the 
company maintain its reputation for building equipment that keeps working - a reputation that is key to 
Its success. 

The parts operation is also highly profitable. In many years, the parts business accounts for a 
majority of Caterpillar’s profits despite making up just a fraction of sales. Caterpillar maximizes its parts 
profits by designing machines that can be repaired and maintained only with Caterpillar parts, ensuring 
decades of parts sales and profits. 

Caterpillar branded parts are manufactured primarily by independent companies in the United 
States ^id shipped by Caterpillar around the world. Until 1999, Caterpillar Inc., or Caterpillar U.S., as 
we sometimes cal! it, was the initial buyer of these parts. When they were shipped to its foreign dealers, 
Caterpillar U.S. typically first passed title to marketing companies it had created, including one in 
Switzerland called COSA. Despite taking title, COSA never took physical delivery or even saw the parts 
it marketed, 

COSA served as Caterpillar's marketing company and parts distributor in Europe, Africa, and the 
Middle East, acting as a liaison between Caterpillar U.S. and the foreign dealers, helping those dealers 
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with training, marketing campaigns, servicing issues, and parts inventory management. In exchange, 
COSA was allocated about 15% of the parts’ foreign sales profits. Until 1999, the vast majority of the 
remaining profits from those offshore sales, usually 85% or more, were included in Caterpillar Inc.’s U.S. 
tax returns. 

But starting in 1999, its parts operation assumed a new and key role in Caterpillar’s tax strategy. 
That’s when Caterpillar paid PWC to design and implement a Swiss tax strategy, at an eventual cost of 
more than $55 million. After Caterpillar put that strategy in place, it went from reporting about 85% or 
more of its foreign parts profits on its U.S. tax return to reporting 15% or less to Uncle Sam, and shifting 
the remaining profits offshore to its Swiss affiliate. In Switzerland, Caterpillar had negotiated a special 
effective Swiss tax rate varying from 4% to 6% , which was below' the Sw'iss statutory tax rate of 8.5%. 

This strategy left the real-world operation of its parts business virtually unchanged; in fact, the 
only significant real-world impact of this arrangement was an instant major drop in Caterpillar’s U.S. tax 
bill. From 2000 to 2012, the Swiss tax strategy shifted $8 billion in profits from Caterpillar U.S. to its 
affiliate in Switzerland. This cut Caterpillar’s U.S. tax bill by $2.4 billion during that period. 

The law says that transfer pricing agreements between related parties must have an economic 
substance - meaning a business purpose other than lowering taxes. But when one of Caterpillar’s key tax 
managers responsible for implementing the Swiss tax strategy, Rodney Perkins, was asked, under oath, 
whether there was any business advantage to the Swiss transaction other than the deferral or avoidance of 
corporate income ta,xes, he stated: “No, there was not.” 

Though the lion’s share of Caterpillar’s international parts profits shifted to its Swiss affiliate, the 
heart and soul of Caterpillar’s parts business stayed right here in the United States, Only a shadow of the 
parts business took place in Switzerland. A few statistics showing the disparity are depicted on this chart. 

• Of Caterpillar employees who handle parts, 4900 work in the United States; less than 100 
work in Switzerland. 

• Of the company’s 125 manufacturing plants, 54 are in the United States; none are in 
Switzerland. 

• Of the company’s 1 9 parts warehouses, 1 0 are in the United States; none are in Switzerland. 

• Today, there are 1.5 billion parts stored in Caterpillar’s U.S. warehouses; none are stored in 
Switzerland. 

Put another way, despite the fact that Caterpillar now allocates only a small percentage of its 
worldwide parts profits to the United States, from the moment a part is first designed to when that part 
reaches a customer. Caterpillar U.S. is the engine behind the company’s parts business: 

• Parts design is centered here, with nearly 80% of the research and development dollars used 
to design Caterpillar machines and parts spent in the United States. 

• Once designed, Caterpillar's replacement parts are manufactured primarily by third party 
suppliers in the United States, under the supervision of U.S, Caterpillar personnel. In 2012, 
those U.S. suppliers manufactured nearly 70% of the Caterpillar replacement parts sold 
offshore. 

• Once the parts are built, the technology, expertise, and management behind a highly efficient 
distribution system are all here in the United States. Parts are distributed through Caterpillar’s 
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parts logistics operation, which provides Caterpillar with one of its key competitive 
advantages. That operation is managed and run from the United States. 

• Caterpillar’s Inventory Management Group, located in Illinois, uses complicated algorithms 
to forecast parts demand and ensure parts are manufactured in the quantities needed. 

• Caterpillar’s largest parts warehouse is in Morton, Illinois, where it stores and coordinates the 
movement of parts around the world, helping Caterpillar’s dealer network maintain inventory 
levels that meet customer demand and delivering even hard-lo-fmd parts within 24 hours of 
an order anywhere in the world. 

In short, most of Caterpillar’s parts executives are here, most of its parts employees are here, 
most of its parts are designed here, most of its parts are built here, most of its parts are stored here, most 
of its orders are filled here, and most of its parts are shipped from here. Yet most of its international parts 
profits go to Switzerland. 

In 2012, minutes of the Caterpillar Board of Directors meetings describe the company’s parts 
distribution operations as “U.S. centric.” So if the parts business is U.S centric, how do most of the 
profits end up at Caterpillar’s wholly owned Swiss affiliate? 

Here’s how. 

In 1999, PWC provided the company with a list of 49 potential tax strategies to lower its taxes, 
including a plan to avoid or defer U.S. taxes on the foreign sales of its parts. The transaction Caterpillar 
adopted was legally complex, but straightforward. Caterpillar created a new Swiss affiliate called 
Caterpillar SARL, or “CSARL.” CSARL replaced COSA as Caterpillar’s leading Swiss affiliate, and 
Caterpillar gave CSARL a license to distribute all of the company’s replacement parts outside of the 
United States. 

This arrangement changed nothing in the actual operation of the parts business, but caused a 
massive change in how profits on parts sales were split. Because CSARL lacks the personnel, 
infrastructure or expertise to actually run the parts business, it reimburses Caterpillar U.S, its costs and a 
small service fee to continue running the operation. CSARL also pays Caterpillar U.S. a so-called royalty 
payment equal to about 15% of the profits on international parts sales, with CSARL keeping the other 
85%. 


Although Caterpillar spent 90 years working to build up its international parts business, the 
license provided Caterpillar with no compensation for the assets transferred. That license gives CSARL 
the rights to use Caterpillar’s patents and trademarks; contracts with suppliers with whom Caterpillar had 
built relationships; proprietary computer systems; and the know-how, methods and data used to manage 
the parts business. Caterpillar U.S. receives only the 15% of future profits from the operation it developed 
and continues to run. So Caterpillar in the U.S. did the lion’s share of the work building the business, and 
does most of the work of operating the business, while Caterpillar In Switzerland gets 85% of the profit 
from the most profitable part of Caterpillar’s business. 

The law says that transfer pricing agreements between related parties must meet an arm’s length 
transaction standard. In an arm’s length transaction, no company would turn over a profitable business 
that took decades to develop without receiving compensation. Similarly, in an arm’s length transaction, 
no business would relinquish 85% of ongoing profits in exchange for 15% of the profits. 

Not only did the arrangement change nothing about the actual operation of the parts operation, it 
also changed nothing on the financial statements Caterpillar shows the public and investors. That’s 
because Caterpillar and CSARL are related companies, with the parent company issuing a consolidated 
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financial statement. So Caterpillar still shows the 85% of the profits sent to CSARL as its own profits on 
the consolidated public financial statement, while telling Uncle Sam that those profits belong to its Swiss 
affiliate CSARL. 

Caterpillar has provided several justifications for this change in profit allocation which appear to 
be inconsistent with the economic reality of its operations. 

Caterpillar claims that the company merely cut out a redundant middleman ~ Caterpillar U.S. - 
and arranged for its third-party suppliers to sell directly to its Swiss affiliate. The fact is that Caterpillar 
U.S. is not a redundant middleman in its parts business. Caterpillar U.S. continues to play the vital role of 
managing and leading its non-U. S. parts business the same way it always did. Caterpillar U.S. is still 
designing parts for Caterpillar machines, forecasting parts demand, getting the parts built, and storing and 
shipping the parts to dealers and customers around the world. 

Caterpillar also contends that shifting 85% of the parts profits to CSARL made sense, because its 
Swiss affiliate provided so-called “intangible marketing” services whose substantial value had not been 
recognized in the past and deserves the lion’s share of profit. 

But that explanation for sending most of its international parts profits to Switzerland is also 
inconsistent with how Caterpillar itself has valued the kind of services that CSARL provides. Prior to 
1999, COSA, CSARL’s predecessor as Caterpillar’s Swiss affiliate, was one of many marketing 
companies Caterpillar had around the world, each performing essentially the same function of working 
with Caterpillar’s foreign dealers to sell and service Caterpillar parts and machines. In 1999, as part of 
the Swiss tax strategy, Caterpillar consolidated several of those marketing companies into CSARL. Just a 
few years later, in 2001, Caterpillar merged into CSARL another of its marketing companies called 
CACO, which represented Caterpillar with its dealers in Latin America, the Caribbean, and Canada. In 
connection with the CACO merger, PWC, the same firm that designed the CSARL transaction, evaluated 
the intangible marketing assets being transferred from CACO to CSARL, and concluded that they had 
little value. In other words, when CSARL was the recipient of the marketing intangibles from CACO, 
Caterpillar said the value was negligible. But when valuing those same intangibles as provided by 
CSARL, Caterpillar claimed they were so valuable they justified transferring 85% of its profits. 

That’s not all. For many years, Caterpillar used an internal profit allocation system it called 
accountable profits, to help it decide how to award incentive pay, such as bonuses, to employees in its 
various divisions. Beginning in 1 992, Caterpillar awarded each of its marketing companies an 
accountable profits share totaling about 13% of the parts profits within their regions. But when CSARL 
began receiving 85% or more of profits related to parts, supposedly in recognition of how valuable 
CSARL’s functions were, CSARL’s employees stayed at the 13% profit figure internally when it came to 
allocating bonuses. In other words, Caterpillar again told one thing to Uncle Sam and another to its 
employees about the proportionate value of CSARL’s work. 

The unreality of Caterpillar’s current profits split can be illustrated by an example. Caterpillar 
builds a type of mining truck, the 797, shown in this chart, which works in mines around the world, for 
instance in the Alberta tar sands in Canada. Major components are designed, manufactured, and 
assembled in the United States. The engine is manufactured by Caterpillar in Indiana; the transmission is 
manufactured by Caterpillar in Illinois; the axles are manufactured by Caterpillar in North Carolina; the 
tires are manufactured by a third party supplier in South Carolina; and the driver’s cab is manufactured by 
a third party supplier in Illinois. When those mining trucks are assembled and sold to those mines in 
Alberta, they are exported from the United States, and 100% of the profits from those sales are reported 
on its U.S. tax return. But when an order for finished replacement parts comes in to service those trucks, 
even though the parts are manufactured in the United States, stored at a Caterpillar U.S. warehouse, and 
shipped by Caterpillar U.S. employees to Alberta, the profits on those parts go to Switzerland. 
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Switzerland has nothing to do with those trucks from start to finish. There is no economic basis for 
allocating those parts profits to Switzerland, yet that’s where they go. 

There’s more. The unreality of the Swiss strategy can also be seen in Caterpillar’s so-called 
“virtual inventory system.” Caterpillar maintains a second set of parts inventory books solely for tax 
purposes. CSARL has $525 million worth of parts stored here in the United States. None are stored in 
Switzerland. The parts CSARL purportedly owns here in the United States are completely commingled 
with the parts owned by Caterpillar U.S. So when a U.S. warehouse employee fills an order for a part, 
that employee has no way of knowing which part is owned by which company. The part is just shipped. 

After the fact, Caterpillar’s virtual inventory system flags the parts shipped outside of the United 
States and retroactively marks them as CSARL-owned. For hundreds of thousands of parts shipped 
abroad each year, however, the parts that were shipped actually belonged to Caterpillar U.S. When that 
happens, the virtual inventory system nevertheless shows the part as owned by CSARL, indicates it was 
borrowed from Caterpillar U.S. at cost, and later replaces the part when new parts are added to the 
warehouse inventory. This after-the-fact virtual ownership system is one more sign of how transparent 
the whole Swiss tax strategy is. 

What is real is the U.S. tax revenue that the Swiss strategy erases. From 2000 to 2012, Caterpillar 
shipped $8 billion in profits to its Swiss affiliate, reducing Caterpillar’s U.S. tax bill by $2.4 billion. 

At bottom, the Caterpillar case study centers on a tax strategy purchased by its tax department whose 
purpose was tax avoidance. It used a licensing agreement that no company would enter into with an 
unrelated third party. It relied on a virtual inventory system that didn’t track ownership of parts. It 
allocated profits for tax purposes that bore no relationship to the profit allocations made for its own 
business purposes. 

1 am as big a supporter of U.S. manufacturing as you will find. But the Caterpillar case study 
demonstrates that offshore profit shifting is not reserved for those high tech companies that transfer 
intellectual property to themselves offshore. Some manufacturers, too, use offshore tax strategies to 
avoid paying taxes. The revenue lost to those strategies increases the tax burden on working families, and 
it reduces our ability to make investments in education and training, research and development, trade 
promotion, intellectual property protection, infrastructure, national security and more - investments on 
which Caterpillar and other U.S. companies depend for their success. It is long past time to stop offshore 
profit shifting and start ensuring that profitable U.S. multinationals meet their U.S. tax obligations. 
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OPENING STATEMENT BY SENATOR JOHN McCAIN AT PSI 
HEARING ON CATERPILLAR’S OFFSHORE TAX STRATEGY 

Washington, D.C. - U.S. Senator John McCain (R-AZ), Ranking Member on the Permanent 
Subcommittee on Investigations (PSI), today delivered the following remarks at the 
subcommittee’s hearing on Caterpillar’s offshore tax strategy; 

“Thank you, Mr. Chairman. After decades of growth. Caterpillar has built a global business in 
which 70 percent of its sales come from overseas. It is my information that at the core of 
Caterpillar’s overseas subsidiaries is an independent dealer netw'ork that informs the company 
about local demand and keeps it globally competitive. The Majority’s report states that many 
significant functions of Caterpillar’s overseas parts business are managed and run from the 
United States. But, in my view at least, two important questions should be asked before that 
observation can be properly evaluated today - first, what activities are most important in 
generating Caterpillar’s overseas sales? And, second, where are those activities conducted? 

“In this case, an important factor in Caterpillar’s overseas sales seems to be its independent 
dealer network, which is overseen and managed by Caterpillar’s subsidiary in Switzerland. I 
understand that this committee has many important questions to ask about how Caterpillar chose 
to structure itself globally. 1 look forward to hearing from today's witnesses so we will be better 
informed as to the actual operations of Caterpillar and their policy implications. 

“Today, the fact is that the United State of America has the highest corporate tax rate of any 
country in the world. There is no doubt that is a factor in moving operations overseas and, as we 
have seen from previous hearings, parking those profits overseas rather than bringing them back 
to be subjected to a 35 percent corporate tax rate. 

“This makes a compelling argument for broader tax reform to ensure our tax code is fair, 
competitive, and a vehicle for economic growth. I thank Chairman Levin for his continuing 
passion on issues such as this and look forward to today’s hearing. Thank you.” 


### 



99 


TESTIMONY OF PROFESSOR BRET WELLS BEFORE FHE 
US SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS OF THE 
COMMITTEE OF HOMELAND SECURITY AND GOVERNMENTAL AFFAIRS 
AT THE HEARING ON CATERPILLAR’S OFFSHORE TAX STRATEGY 

April 1,2014 

My name is Bret Wells, and I am an Assistant Professor of Law at the University 
of Houston Law Center, ! hold a JD (with honors) from the University ofToxas School 
of Law. I have over tw'cnty years of experience in the tax area and have published 
repeatedly on the topic of international taxation. 

I would like to thank Senators Levin and McCain and the Subcommittee Staff for 
inviting me to testify' on the problem of homeless income and profit shifting. The 
Subcommittee and its staff should be commended for pursuing this important 
investigation on how to address profit-shifting .strategies of global enterprises. The 
revenue lost to base erosion and profit shifting is hard to estimate due to the lack of 
publicly available information, but as past witnesses have testified there is a strong belief 
that the amount lost is substantial." The Subcommittee’s effort to protect the U.S. tax 
base from inappropriate base erosion is an important public service because revenue lost 
from profit shifting .strategies exacerbates the deficit and undermines public confidence in 
the fairness of the tax system. We should not over-lax our multinational corporations, but 
Congress should ensure that our tax laws collect the nation’s fair share of tax on the 
economic profits generated from business activities occurring within the United States. 

I. Caterpillar’s business strategy. 

My testimony discusses the information developed by the Subcommittee Staff 
regarding Caterpillar’s international tax planning. It is clear that Caterpillar is a highly 
.successful company. The Caleipillar brand conveys to customers that its equipment and 
service is reliable, durable, and of high quality. Catcrpillur’,s documentation confirms that 
the research and development related to the creation and design of the CAT equipment all 
occurred from within the United States. Thus, when we think about Caterpillar, we arc 
thinking about a very .successful American manufacturing business that has created 
remarkable equipment over a long period of time, but Caterpillar has also created a 
remarkable business system. In this regard, once a CAT machine is sold, it represents 
“an annuity” for Caterpillar bccau.se the customer will come back to Caterpillar 
dealerships for replacement part.s to keep this machine working. In fact, a substantia! 
portion of Caterpillar’s consolidated profits is attributable to the sale of spare parts to its 
existing customers, Caterpillar management treats its spare parts business, and the 


’ My testimony is at the request of the Subconiniittec, by letter dated March 13, 2014 from Chairman Carl 
Levin and Ranking Member John McCain. I am Icslifying in my personal capacity. My testimony does not 
represent the views of the University of Houston Law Center or the University ol' Houston. 

' See Testimony of Stephen Shay Before the Senate Permanent Subcommittee on Investigations of the 
Committee on Homeland Security and Governmental Affairs at the Hearing on Offshore Profit Shifting and 
the Internal Revenue Code at 1 (May 21, 2013). 
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logistics surrounding this spare parts business, as a “core business” of the company. 
Outside suppliers arc provided the exact specifications for manufacturing spare parts, and 
they arc provided the design specifications for their production runs. Product managers 
arc encouraged to ineorporate proprietary part designs into the Caterpillar machines 
whenever possible to prevent Caterpillar machines from being easily repaired with 
generic parts. Caterpillar personnel monitor their suppliers’ personnel to ensure that the 
spare parts arc made to their specifications. 

Caterpillar commits to its customers that it will get them a spare part anywhere in 
the world within 24 hours, and its ability to execute on that promise represents a key 
competitive advantage for the company. Caterpillar claims that its logistics organization 
is the best in the world. The spare parts purchasing algorithms related to this spare parts 
business were developed in the United States, and the information technology necessary 
to administer this complex logistical exercise was also developed in the United States and 
spearheaded by personnel located at Catcrjiillar’s state-of-the-art warehouse in Morton, 
Illinois. The careful management of its spare parts inventory, the speed of its execution 
in getting spare parts to any customer faster than its competitors, and Caterpillar’s tight 
control over the quality of its supplier network all work together to create customer 
satisfaction and customer loyalty. 

When a Cateipillar machine breaks down, the customcr’.s motivation is to get this 
idled equipment back into operation as quickly as possible. Caterpillar’s integrated 
business system gives Caterpillar the ability to deliver spare parts to a customer within 24 
hours anywhere in the world, thus creating a sales opportunity at the exact moment when 
Caterpillar can extract substantial profit margins on spare parts sales. Consequently, the 
sale of the Caterpillar machine creates an annuity for the company in the form of a future 
captive market for spare part sales, and Caterpillar’s ability to execute in this 
environment represents a significant source of profitability. 

The other core value driver for the company is its independent dealer network. 
Caterpillar does not sell it.s equipment or spare parts to customers directly. These market 
development efforts arc handled by the independent Caterpillar dealerships that were 
developed on average more than 40 years ago. 'fhis dealer network is intensely loyal (the 
CAT dealers “bleed yellow”). The dealer network develops the brand value of the 
company in the local marketplace, responds to customer needs, rents and leases 
Caterpillar equipment, and provides repair sci viec.s for Caterpillar equipment. The 
Caterpillar dealers have dircci access to the home office whenever there is a quality 
problem, and they arc the frontline support for the company with its customers. Internal 
documents provided to the Subcommittee .substantiate that Caterpillar’s Customer and 
Dealer Support Network business segment located in the United States serves the central 
role in the development of the dealer networks, in the design of the marketing systems, 
and in overseeing the marketing functions. The Caterpillar dealerships arc independently 
owned, but Caterpillar integrates them fully into the company’s logistical effort with 
respect to its spare parts strategy. The close relationship between Caterpillar and its 
independent dealer network creates a significant competitive advantage for the company- 
- one that is difficult at this point for its competitors to replicate. 
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In combination, the above elements serve to create a business system that 
represents an intangible asset, and it is this intangible asset that explains the residual 
profits that can be generated from the sale of spare parts that arc custom designed to fit 
the CAT equipment. 

Caterpillar is an American manufacturing success story, and the objective of the 
US international tax rules, and specifically the U.S. transfer pricing rules, should be to 
ensure that the multinational profits of this successful company arc allocated 
appropriately to the country where those profits arc created and generated. 

11. Caterpillar’s tax structure for its business system. 

Prior to 1999, Caterpillar, Inc. purcha.scd U.S. -origin spare parts directly from its 
suppliers. Caterpillar, Inc. then sold the exported spare parts to a Swiss affiliate which 
then on-sold those parts to the Caterpillar foreign dealerships. The profits related to the 
spare parts business wore shared between Caterpillar, ine. and its independent dealers. 
The Swiss affiliate earned only a routine profit, all of which was taxable under the 
Subpart F rules. The routine profit earned by this Swiss affiliate was appropriate because 
this minimal profit was commensurate with its minimal functional contribution in the 
company’s supply chain. 

In 1999, Caterpillar engaged in a supply chain restructuring exercise. In thi.s 
restructuring, a new Swiss affiliate (“CSARL”)’ would purchase spare parts directly from 
the Caterpillar part suppliers, thus cufling Caterpillar, Inc. out of the trading pattern. 
eSARL would then resell the spare parts to Caterpillar's independent foreign 
dealerships.'' CSARL acquired other internal marketing entities, and Caterpillar assigned 
almost no value to these marketing functions at the time Caterpillar made an outbound 
transfer of marketing functions to CSARL. Yet, after CSARL was created and the 
restructuring exercise completed, Caterpillar claimed it had found “newly discovered” 
marketing intangibles in the hands of CSARL that justified drastically increasing the 
profits allocated to Switzerland. To the extent that these intangibles originated from 
contributions from US affiliates, CSARL should have paid a super royalty under Scetion 
367(d) to compensate the US affiliate in an amount commensurate to the newfound 
profitability of these contributed US intangibles, but the Subcommittee was provided no 
evidence that this was done. Caterpillar, Inc. executed an intercompany agreement to 
license intangibles related to the spare parts business to CSARL, and the information 


' CSARI. is a partnership for tJS lax purpo.scs that is owned by Catcririliar Ovcr.sea.s S.A., Caterpillar 
Oversea.s Credit Corporation S.A.R.L., Cater|rilJar Overseas Investment Molding S.A.R.L, Caterpiihir 
Commercial Holding .S..A.R.L.. Caterpillar Asia Pacillc L.P. and Caterpillar i’roduct Developtrient 
S.A.R.L.). For pnrpo.ses of my lestimony. t refer to CS.ARL as the relevant entity for clarity even though 
for .some purposes under US law il is a pass-through entity for US lax purposes. 

'' To evidence the assignment oflhe intangibles related to this spare parts business strategy to CSARL, 
Caletptllar, Inc. entered into an intercompany license agreement whereby Ctilcrpiliar, Inc. assigned all 
intangibles with respect to its spare pans business to CSARL in exchange for a 1 5% royally. The company 
indicates that the royalty rate on this inlerconipany licensing agreement was determined so that Caterpillar, 
ine. would receive only hall'oflhc residual profits related to its spare parts business. The company later 
reduced the royalty rate from 1 5% down to 4% to 6% applied on a bundled basis machine sales. 
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provided to the Subcommittee indicates that approximately 85% of the profits from the 
parts business was allocated to CSARL'^ while less than 15% of the combined profits was 
allocated to Caterpillar, Inc. Statements from company personnel to the Subcommittee 
Staff indicates that nothing changed from a business perspective in the way that the 
business was operationally run as a result of this tax restructuring exercise. Caterpillar, 
Inc. remained the creator and developer of the equipment designs, and Caterpillar, Inc. 
maintained operational control over the logistics business related to the spare parts 
product design, procurement, and inventory management process. During this period, 
Caterpillar, Inc. publicly stated that its management of spare parts and its logistical 
capabilities represented a critical competitive advantage for the company. However, 
although nothing operationally changed as a result of the 1999 tax restructuring exercise, 
the allocation of residual profits arising from the spare parts business changed 
significantly. Even though the substantive functions that created the residual profits 
remained in Caterpillar, Inc., more than S8 billion in profits (resulting in approximately 
$2.4 billion in lax savings) was .shifted away from Caterpillar, Inc. to CSARL over a 
twelve year period. Because CSARL bought from unrelated part supplies and sold to 
unrelated Caterpillar independent dealers under the new supply chain strategy, the 
company claimed that CSARL’s income was not taxable under the Subpart F rules. 

111. Policy lmplication.s. 

A. Reform Proposal One: Require residual profits to be alloeatcd under a 
residual profit split basis with rigorous proof needed to show that non-US 
affiliates provided nonroutine contributions in the creation of residual 
profits. 

The supply chain restructuring implemented by Caterpillar and its tax advisor.s is 
premised on a transfer pricing mistake. The mistaken notion is that Caterpillar’s residual 
profits attributable to its business system can be allocated away from the functions that 
generate these profits and instead allocated to a Swiss “entrepreneur entity” whose 
functions did not meaningfully contribute to the generation of those residual profits. The 
functions that contribute to customer loyalty in the foreign marketplace are attributable to 
Caterpillar, Inc.’s logistical capabilities developed in the United States and to the 
customer relationships created by the Caterpillar independent dealers. Thus, CSARL’s 
role is that of a minimal-risk distributor that posscs.scs no significant external customer 
contacts and no significant manufacturing function. In this posture, CSARL’s profit 
margin should approach a cost-plus return. Statements from company personnel indicate 
that there was no functional business advantage in having CSARL inserted into the 
supply chain. No operational changes relative to the parts business occurred after the 
creation of CSARL. The only meaningful change that appears to have occurred was that 
product line managers were moved to Ceneva, but internal documents provided to the 


' Over an cighl year period. CSARL paid royalties to Caterpillar. Inc. rcprciienling only 9% to 1 6% of its 
reported parts profits, with an overaM average of 13%. These figures imply that CSARL retained 9 1 % to 
84% of the parts each year, leading to an eight-year average of 87%. 

"See §954(d)(l). 
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committee indicate that those product line managers had a minimal role in the signifieaiit 
functions that contributed to the value of the spare parts business.’ 

A court should look through this supply chain restructuring exercise and see that 
eSARL should not receive a share of the residual profits of the parts business. But, even 
though a court has ample means at its disposal under current law to reach the correct 
substantive transfer pricing result in the Caterpillar ease study, current U.S. tax law 
provides less guidance than it .should because Section 482 does not explicitly mandate a 
spceiflc transfer pricing methodology. Instead, current law leaves it to the parties and 
ultimately to a court to decide upon which transfer pricing methodology is the most 
appropriate.'’ In Catcipillar’s situation, the company took the position that no nonroutinc 
intangibles existed when functions w'crc transferred to CSARL, but thereafter Caterpillar 
inconsistently claimed that these same functions deserve a share of residual profits. This 
is where Congress should step in. Congress needs to make clear that residual profits 
cannot be allocated under any methodology that departs from a profit-split methodology 
and that every transfer pricing result must be confirmed by the use of a profit-split 
analysis.'’ Allowing residual profits to simply migrate to a “tax haven entrepreneur" is a 
mistake. If all of the functions that create residual profits reside in the United States, then 
all the residual profits should be allocated to the United States. The residual profit .split 
methodology"’ ensures that this is done because that specific transfer pricing 
methodology requires that all residual profits be allocated solely to the sub.stantivc 
nonroutine functions that create residual profits and requires an affirmative showing that 
the foreign affiliate made a substantial contribution toward the creation of the business 
system that generates those residual profits as a condition precedent to receiving a share 
of residual profits. 

The Caterpillar case study presents a base erosion problem by a U.S. 
multinational company, but the base erosion opportunities afforded by aggressive supply 
chain restructuring Iransaclions arc equally available to forcign-owned multinational 
companies as well. So, reform should apply evcn-handedly and must work in both the 
inbound and outbound context. To achieve an even-handed reform, Congress must fix 
the U.S, transfer pricing rules. 

B. Caterpillar'’s unwillingness to make operational changes as part of the 
1999 restruturing may have created a de facto partnership. 

The fact that nothing operationally changed as a rc.sult of Cateipillar’s 1999 tax 
restructuring exercise represents a potentially fatal implementation Haw. All inventory is 
initially purchased in the name of CSARL, and the US-destined portion of the inventory 


A rcprc.scnlativc inlcma! email .slated as follows: 

Yes. We actually view il as almost no change in that the Geneva based PMs never had WW 
responsibility to begin with, Itul. we worry about making il sound like the Geneva based PMs 
have very little authority going forward, or that we publicly slate the Geneva management isn’t 
very involved in managing these products. 

“ See Treas. Reg. § 1 ,482- 1(c). 

’ See Treas. Reg. § 1 .482-6(c), 

'"See Treas. Reg. iil.482-6(c). 
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is then immediately resold over to Caterpillar, Inc. at cost. I'his division of the common 
inventory is based on a projection of where the spare parts will actually be used. Tax 
advisors to the company told the Subcommittee Staff that they had originally suggested 
that the company physically segregate the inventory so that this bifurcated ownership 
would be clearly defined from the outset, but this suggestion (in the advisor’s own words) 
was “laughed out of the room.” Although the company’s spare parts inventory is 
purchased entirely for CSARL, a substantial portion of the spare parts is bought by 
eSARL with the expectation that it will be sold to Caterpillar, Inc. at cost. Furthermore, 
after the inventory is initially divvied up, the inventory is regularly shared back and forth 
among CSARL and Caterpillar, Inc. on an ongoing basis as inventory is needed in 
different locations. So, both parties (Caterpillar, Inc. and CSARL) have an expectation to 
jointly profit from the unsold invcntoiy, and the coursc-of conduct among the parties 
indicates that both affiliates share the financial benefits of this unsold inventory based on 
which territory the products arc ultimately needed, not based on which affiliate is 
designated as the owner of the physical inventory at any particular time. If the inventory 
is needed in the United States, then CSARL simply assigns the inventory back to 
Caterpillar, Inc. Thus, from a factual perspective, the ongoing operational conduct of the 
Caterpillar affiliates demonstrates that this property is seamlessly treated as a co- 
ownership arrangement where the property is co-mamigcd for the mutual profit of both 
entities. 


When a common pool of inventory property is owned and co-managed jointly for 
the mutual benefit of two entities as a joint enterprise, the courts have found that a dc 
facto U.S. partnership arrangement has been created using a substantive facts and 
circumstance inquiry." The IRS has recently argued that the internal cooperation of two 
related affiliated companies created an informal partnership in the domestic context, and 
the facts that led the IRS to that conclusion appear to be analogous to the Caterpillar ease 
study. Thus, although this issue is ultimately a factual question, a ease can bo made that 
the spare parts inventory business is being run as a joint activity for the mutual benefit of 
Caterpillar, Inc. and CSARL given how this virtual inventory is operationally managed.'^ 

If the joint management of inventory has created a dc facto U.S, partnership 
between Caterpillar, Inc, and CSARL, then the US partnership is likely to have a US 
permanent establishment." The existence of a U.S. permanent establishment on the part 
of the dc facto U.S, partnership creates a U.S. taxable presence for each of the partners. 


" Sec Commissioner v. Culbertson. 337 U.S, 733 (1949) (stating that relevant inquiry is to tlctcrniinc 
whetlier the parties in good faith and acting with a business purpose intended to join together in the present 
conduct of a joint enterprise for proilt). The Tax Court has set forth a list of factors that other courts have 
used to evaluate this factual inquiry. See Luna v. Commissioner. 42 'f-C. 1067 (1964). 

See CCA 201323015 (June 7. 2013) (where the IRS found that the working relationship among the 
affiliates created a deemed parinersliip among related party afniialcs). 

Catcipillar wants to claim that the inventory owned by CSARL should be separately respected, but then 
Cateipillar regularly conducts its operations in a manner that disregards the independent and exclusive 
ownership of that inventory, and so the operational demands of the logistics group does not match up with a 
fundamental precept of the 1999 tax restructuring exercise. 

The permanent establishment is created due to Caterpillar, Inc. selling the co-managed inventory on 
behalf of the US partnership in the US marketplace with contract concluding authority. 
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including CSARL.'^ Under this construct, all profits from the inventory regardless of 
which "partner” sold the inventory would be computed at the US partnership level.''’ 
eSARL’s profits, therefore, would be assigned to the US partnership and subjected to US 
taxation since they arc attributable to a US partnership that has a US taxable presence. 
The allocation of the profits (after-US tax) related to the foreign sales of the partnership’s 
inventory would represent a partnership allocation to CSARL to which US branch prolits 
tax at a rate of 5% would apply.” Consequently, the effect of a de facto U.S. partnership 
is that Caterpillar actually may be subject to a higher US tax result versus the tax results 
that would have occurred if Caterpillar had never conducted its 1999 tax restmeturing 
exercise in the first place. 

IV. Conclusion. 

The Subcommittee is to be commended for taking the time to understand the 
international lax practices of multinational enterprises. These practices and strategics arc 
not easily disccrnablc from public filings, and Congress needs to understand this 
background information before it can properly formulate rcfomi proposals that fit the 
current reality. The learning derived from this hearing and other similar hearings 
hopefully will inform Congress that base erosion and profit shifting is an important 
problem that needs to be addressed, and part of the solution would be to mandate that all 
transfer pricing results use a profit-split analysis as the primary transfer pricing 
methodology or as a required confirmatory check to any other methodology. Profits 
attributable to US-created intangibles should not end up in a jurisdiction without real 
substance, nor should they end up in an entity that did not meaningfully contribute 
toward the generation of the residual profits. 

Thank you for allowing me to speak. 1 would be happy to answer any of your 
questions. 


The sales ofthc common inventory into the U.S. territory by Caterpillar, Inc. on bchalforthc tie facto 
U.S, partnership creates a permanent establishment for the de facto partnership. Sec Article 5(5) olThe 
Swiss-U.S, bilateral income lax treaty (1996). A permanent establishment ofthc de facto U.S, partnership 
creates a permanent establishment for each ofthc partners ofthc de liiclo U.S. partnership, including 
CS.ARL’s owners. See §875(1); Donroy. Ltd. v. United States, 501 F.2d 200 (9“'’ Cir. 1962); Rev, Rul. 90- 
80, 1990-2 C.B. 170 (same). 

All of the profits of both Caterpillar, Inc. and CSARL arising from the sale of (he spare parts inventory, 
wherever sold, arc likely to be allribuled to the de facto U.S. partnership. See Article 7(2) of the Swiss- 
U.S. bilateral income lax treaty (1996). 

See Article 10(7) of the Sw iss-U.S. bilateral income lax treaty (1996). 
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My name is Reuven S. Avi-Yonah. 1 am the Irwin I, Cohn Professor of Law and 
Direelor of the International l ax Master of Law Program at the University of Michigan 
Law School. 1 hold a ,TD (m anna cum laude) from Harvard Law School and a PhD in 
History from Harvard University. I have over twenty five years of full and part time 
experience in the tax area, and have been a.ssociated with or con.sultant to leading law 
firms like Wachtell. Lipton, Rosen & Katz and Cravath. Swaine & Moore. I have also 
served as consultant to the US I'rcasury Office of Tax Policy and as member of the 
executive committee of the NY Stale Bar Tax Section. 1 am a former Chair of the AALS 
Tax Section and of the ABA fax Policy Committee, a trustee of the American fax Policy 
Institute, a member of the Steering Group of the OECD International Network for Tax 
Research, a member of the American Law Institute and of the American College of Tax 
Counsel, and a Nonresident Fellow of the Oxford University Center on Business 
Taxation. I have published eleven books and over 100 articles on various aspects of US 
domestic and international taxation, and have twenty years of teaching experience in the 
lax area at Harvard. .Michigan, NYU and Penn Law' Schools. 

I would like to thank Senators Levin and McCain and the Subcommittee staff for 
inviting me to le,stify today on the shifting of profits offshore by US multinational 
corporations and on the tax .strategy employed by Caterpillar. Inc. (■■Caterpillar”) to shift 
profits from the U.S. to Switzerland. 


1 . The Caterpillar Profit Shifting Strategy 


Caterpillar is "the world's leading manufacturer of construction and mining 
equipment, diesel and natural ga.s engines, industrial gas turbines and diesel-electric 
locomotives.”' Founded in 1925, "|f|or more than 85 years. Caterpillar Inc. has been 
making progress possible and dri\ ing posilixe and sustainable change on every 
continent."^ 

A major reason for Caterpillar’s succe.s,s has been its ability to service the 
equipment that it sells worldwide. Caterpillar promises to deliver any replacement part 
anywhere in the world within 24 hours Irom when a customer requests it. This logistical 
feat puts Caterpillar far ahead ofits competitors and is also a major source of 
profitability.’ While Caterpillar's profit margin on .selling equipment is typically below 


' \vw \v . c a! e r p i 1 1 ar . c 0 m . 

’ WWW. caterpillar. coni''hislory. 

■’ "Caterpillar Lagi.stics Service.s, Inc. (Cat Logistics) lias leveraged its rciation.ship with parent company 
Caterpillar inc. in developing true global supply chain management capabilities. Cal t.ogi,stics has grown 
to be the sixth largest North American ba.sed 3PL with SI. I billion in net revenues in 2003, It has been 
attracting significant external busine.ss; Caterpillar, Inc. now accounts for approximately .‘50% of the Cat 
Logistics revenues. Plans are to grow external business at a compound annual growth rale of 26% over the 
next five years." Evan Armstrong. Caterpillar Logistics, a True Global Supply Chain Manager, Morton, 
Illinois, .laniiary 1 1 , 2005. .According to an internal CAT email from 2007. machines can consume 
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10%, its profil margin on parts is typically over 50%.'* In some years, 80% of 
Caterpillar's profits derived from parts sales.' 

Caterpillar's business model is based on a network on independent dealers, some 
of whom have been selling the company's products for over sixty years. Currently, there 
are 178 dealers worldwide, 48 of whom arc outside the US, and they employ 162,000 
people. Caterpillar’s dealer netvvork is tightly controlled from the US, and the company 
has recently announced that it will centralize its supervision of the dealer network even 
more tightly than before. 

Before 1999. Caterpillar’s purchased finished parts business was run primarily 
from Morton, Illinois, where the company maintains its main parts warehouse.'^ When a 
part was manufactured in the US or overseas, it would be shipped to Morton, and from 
Morton it would be shipped either directly to a customer or to a dealer.’ Caterpillar 
owned the parts in the Morton warehouse. This business model enabled Caterpillar to 
control the flow' of parts and to ensure that its promise of delivering parts to customers 
w'ithin 24 hours vvotild be kept. 

In September 1998, PriceWaterhouseCoopers (“PwC”), Caterpillar's auditor, 
presented a plan to Caterpillar management that was explicitly designed to reduce 
Caterpillar’s US effective tax rate. The first recommendation in the PwC plan was to 
restructure the parts business.** Under the prc-1999 .structure, any profit that Caterpillar 
made from selling parts directly to customers in the US or overseas w'as taxed by the US. 
Moreover, any profit that Caterpillar’s foreign subsidiaries made on selling parts they 
acquired from Caterpillar to their customers was also taxed by the US because it w'as 
•‘Subpart F income” and therefore resulted in a deemed dividend to Caterpillar under IRC 
sections 951-960. About 85% of the total profits were earned directly by Caterpillar, 
while the other 15% w'cre Subpart F income. 

PwC proposed to set up a Swi.ss entity. Caterpillar Sari (‘•CSARI,’’), which would 
be treated as a corporation for Swiss lax purposes but as a partnership for US tax 
purposes (this was possible under tlie newly adopted “check the box” regime for 
classifying foreign entities for US tax purposes). The partners in CSARL were two Swiss 
subsidiaries of Caterpillar, CSARL would then assume ownership of the parts in the 
Morton warehouse. If those parts were intended for the US market. CSARL w'ould sell 
them to Caterpillar at no profit, and Caterpillar would resell them and report the profits 
on its US tax return like it did before 1999. However, ifthe parts were intended for 
customers overseas, CSARL would sell them to independent dealers, which w'ould resell 


profitable replacemenl parts for up to 20 years, and there was fittle or no competition tor such parts. 

‘ According to a PwC study from October 1999. Caterpillar’s return on sales on ''prime'’, or equipment, 
was 2%, wliile its return on purchased finished parts was 21%. 

' CSARL 2006 Royally Rate Study ( 1 1/I4./05). 

In 1999. 83% of Caterpillar’s worldwide parts were exported from the US. 

' t he majority of the parts suppliers arc in the US. Steines testimony, 3. 

* PwC, Caterpillar Plan, Appendix C. Solution I (September, 1998). Overall, PwC was paid about $55 
million for its contribution to reducing Caterpillar's US taxes. 


b 



108 


to the non-USA customers, with the bulk of the profit going to CSARL.** 

The purpose of this structure was to avoid paying US tax on the profits from the 
sale of parts to non-US customers by eliminating Caterpillar from the supply chain. The 
parts would be purchased directly by CSARL from suppliers and sold directly by CSARL 
to the independent dealers overseas, without ownership passing through Caterpillar. This 
would avoid Subpart F because it docs not apply to sales by CSARL to unrelated parties 
outside Switzerland unless the parts were acquired from a related party (i.e.. Caterpillar). 

However, physically nothing was changed, 'fhe parts were still shipped by the 
suppliers to Morton and shipped by Caterpillar from Morton to the independent dealers, 
without any involvement by CSARL.'® Caterpillar still ran the logistics business as it did 
before, except that it did so as an agent Ibr CSARL, the ow'ner of the parts destined for 
foreign markets. CSARI, had no w'arehousc or inventory management system, and the 
parts business remained “US centric.”" Moreover, there was no physical distinction at 
Morton between parts destined for the US market (and therefore sold to Caterpillar at 
zero profit) and parts destined overseas. All the parts were inventoried by Caterpillar as 
before, except that a “virtual inventory” was created to track for tax purposes whether 
any given part was owned by Caterpillar or by CSARL at any given moment."' 

Moreover, if a part intended I'or the US or overseas was missing. Caterpillar w'ould 
“borrow” the part from CSARI,. or vice versa, and restore it later as new parts came in 
(of course, without affecting the physical movement of any part).'' Currently, nearly 70% 
of the purchased finished parts Caterpillar sells overseas come from the US, and the part.s 
business continues to be led and managed from the US,' ' 


’ For example, if before the restructuring Caterpillar would buy a part tram a .supplier for 2 and sell it to a 
Swiss marketing subsidiary for 8, who would in turn .sell to a customer or dealer outside Switzerland for 10, 
the result would be that Caterpillar would pay US tax on 8 (6 of it,s own profit and 2 Subpart F deemed 
dividend from the SwLss .subsidiary). .Micr the restructuring CSARL u'ould buy the part from the .supplier 
for 2 and sell directly to a dealer outside Switzerland for 1(1, and the resulting profit of 8 would belong to 
CSARL and not be Subpart F income because under Subparl F base company income does not include 
profits from sales for resale if both transactions are with unrelaled parties. 

According to Craig Barley, a senior CAT manager, in the early 2000s 8,5% ofCat's worldwide parts 
inventory was managed from Morton, and 296 of the 300 employees involved in the parts business were 
located at Morton, The aim. Iiowevcr. was to increase the inventory managed from Morton to 100%. PWC- 
PSI-CATOO 1 79037, A February 20 1 2 memo to the board described the “as is” parts business as worldwide 
suppliers shipping parts to the "ma.stcr distribution center'’ in Morton, from which they were shipped to 
distributors both in the US and overseas. The memo discusses future plans to open more warehouses 
overseas (e.g., in Dubai) to reduce the shipping co.sts of llii.s US-ccnIric slruclure. 

' ' Caterpillar board minutes, February 8, 2012. For example, all ofthc inventory in the Grimbergen facility 
overseas was controlled from Morton, 5,000 and 8,000 employees involved in the parts business were in 
the US, and 5 of 8 parts warehouses were in North America. CA'L 001896 (I'eb. 2012); CAT 0002791 
(December 20 1 3). CSARL has 400 employees, or less than 0.5% of Calerpillar’s workforce (Sleines report, 
4f 

Physically, the parts were indistinguishable and kept in the same bin. Stiles deposition. 

' ’ Over time, CSARL also acquired parts from Caterpillar facilities in France and Belgium, which were 
shipped directly from these facilities to CSARL's customers. The French and Belgian suppliers were 
reimbursed on a contract manufacturing basis .so once again the bulk ofthc profit was allocated to CSARL 
as the “entrepreneur” in this transaction. 

CAT 001866 (March 7, 2014); Steines report, 5. 
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This “business restructuring" enabled Caterpillar to shift over $8 billion in the 
period from 2000 to 2012 front the US to Switzerland without affecting the actual way in 
which the parts business was run.''^ In fact, it was important to Caterpillar not to change 
the successful business model of its parts and parts delivery business, and therefore the 
tax department reimbursed the parts and parts delivery segments of Caterpillar for any- 
added costs resulting from the restructuring. This resulted in maintaining the 
“accountable profits” of each .segment of the business as if the restructuring had not taken 
place, which was crucial to achieving cooperation since accountable profits formed the 
basis for setting compensation levels.'* Nor were any per.sonncl involved in the parts 
business moved to CSARL when it took over as nominal owner of all the parts in 
Morton. ’’ 

In order to defend this restructuring from a transfer pricing challenge by the IRS, 
PwC calculated a royally rate of 1 5% (later reduced to 4% to 6%) to be paid by CSARL 
to Caterpillar to compensate it for any value inherent in its contribution to CSAlLL’s parts 
related profits. The royalty rate was based on a comparability study performed by PwC.'‘^ 
If this royalty rate could be defended in court, the result would be a successful shift of 
8.5% of the total profit from parts business from the US (.>0.5% effective tax rate on 
Caterpillar) to Switzerland (4% effective lax rate on CSARl.). I'he total tax benefit to 
Caterpillar from this shift over the period from 2000 to 2012 was approximately $2.4 
billion, 

2. Potential IRS Responses 

There arc three potential IRS lines of attack on the Caterpillar restructuring: 

Hconomic substance, assignment of income and transfer pricing. 

a. Economic Substance 

The economic substance doctrine was a well-established part of tax law long 
before it was eodified as IRC section 770 l(o) in 2010. As developed by the 
courts, in order for a transaction to be respected for tax purposes, it must 
satisfy either or both prongs of the economic substance test, which are (a) the 
subjective prong, i.e., that the taxpayer or its agents believe that the 
transaction has a valid non-tax business purpose, and (b) the objective prong, 
i.e.. that the transaction has a reasonable possibility of generating a profit 
regardless of the tax consequences. 


’’ Copeland deposition. Rapp deposition. 

Springer deposition. 

Stile.s deposition. 

See PwC Transfer Pricing Documentation for Caterpillar, September, 2001. I'he fixed royalty rate 
assumes that Caterpillar did not transfer any intangibles to CSARL and therefore was not subject to the 
“super royalty” rule of IRC sections 367(d) and 482 (which would require an adjustable royalty 
commensurate with the income attributable to a transferred intangible unless a cost-sharing agreement was 
in effect). 
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The IRS could argue that the Caterpillar restructuring lails to meet either 
prong (under the codified version it must satisfy both). On the subjective 
prong, the PvvC documentation from 1998 onward i.s clear that the main 
purpose ofthc restructuring was to reduce Caterpillar’s effective lax rate by 
removing the parent company from the parts supply chain, thereby avoiding 
Subpart F deemed dividends and achieving deferral for CSARL's profits.'*^ 
Moreover, a senior Caterpillar executive was asked under oath “was there any 
business advantage to CAT to have this arrangement put in place other than 
the avoidance or deferral of income taxation at a higher rate,” and he 
answered in the negative.''® 

On the objective prong, while CSARL’s parts business is very profitable, it is 
hard to sec what the non-tax reason could be for changing the structure from 
sales by Caterpillar to sales by CSARL. The entire restructuring was done so 
as not to change the business model of the parts business. No significant 
employees were moved to CSARL, the parts continued to be shipped to and 
from Morton by Caterpillar, and the physical parts were indistinguishable. 
Moreover, steps were taken to separate the ownership for tax purposes under 
the "virtual inventory” from the actual inventory, which remained in 
Caterpillar, It is true that over time CSARL assumed ownership of more parts 
that were not shipped through the US. but it is still hard to see what was and is 
the business purpose of CSARL nominally owning the parts shipped via 
Morton, including the parts it sells at cost to Caterpillar, 

Caterpillar did subsequently try to bolster CSARL against a potential IRS 
challenge by moving some employees (including a “w'orldwide parts 
manager”) to Cleneva to "provide added entrepreneurial substance” and to 
"reinforce CSARL's role as entrepreneur for global parts sales. But these 
late efforts, coming ten years after the restructuring, only reinforce the sense 
that the original transaction lacked economic substance, especially since the 
parts business continued to be managed from the US."" 

Caterpillar could attempt to rebut the IRS challenge by relying on the UPS 
case, an 1 1th Circuit decision from 2001."® In UPS. the taxpayer tran.sferred 
its lucrative package insurance business to an unrelated insurer, which then 
reinsured it with the taxpayer’s afliliate in Bermuda. The net result was to 
shift the profits of the business (which were very high since UPS almost never 
loses packages) from the US to Bermuda. The Court of Appeals accepted the 
taxpayer’s argument that since the underlying business was profitable this 
satisfied the objective prong, without regard to whether the transfer was 


' See PwC doCLiiTientation froin September 1998. December 1998 and September 1999; see also 
Caterpillar, Delivering Vision 2020 (2009), which explains the lax advantage of the re.structuring. 

Perkins deposition, 

CSARL 2009 report to audit team (January, 2010); CS.ARL chronology (2010). 

’jSteines report, 5. 

United Parcel Service of America Inc. v. Commissioner. 87 AFTR2d Par. 2001-10.51 (1 1th Cir. 2001). 
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motivated by anything other than tax considerations. But UPS is 
distinguishable because of the intcrv'cning unrelated insurer and because there 
was nothing left in the t.IS. whereas in the Caterpillar restructuring C'SARL 
remained heavily involved in the US and in fact the Caterpillar and C'SARL 
parts businesses were completely intermingled after the transaction. 

In addition, it is far from clear that UPS remains good law. I’herc have been 
many economic substance cases since then which took a broader view of the 
doctrine, and in particular the recent STARS cases indicate that you cannot 
imbue a tax driven transaction with economic substance by using profitable 
investments as part of it because the key question is whether these profits 
would have been earned without the transaction, which is clearly true in 
Caterpillar’s case.’' 

Thus, in ray opinion the IRS would have had a good case to challenge 
Caterpillar's original restructuring on economic substance grounds. 

Prof. ,Iohn Steines argues in his expert opinion that the IRS is "very unlikely" 
to be able to prevail in a such an economic substance challenge because 
"Caterpillar's restructuring is of an entirely different realm [than the typical 
transaction struck down as lacking economic substance]- a sensible business 
decision to remove a redundant middleman between supplier and customers 
fully within the text and spirit of Subpart I'."'*’ But Caterpillar did not remove 
the middleman; it remained in the middle in every physical way, so that the 
substance of the busine.ss (managed entirely from the US with 70% of the 
parts shipped overseas from the US) remained entirely discrete from its form 
(ownership of all parts by CSARL). This situation is entirely distinct from 
UPS. which Prof Steines heavily relics on, because in UPS nothing remained 
in the US. Moreover. Prof Steines ignores the holding of the more recent 
STARS cases that cast doubt on UPS. f inally, Stanley Surrey, who devised 
Subpart F, would have been astonished to learn that a transaction designed to 
shift 85% of the profits from a line of business from the US to Switzerland 
was "fully within the text and spirit of Subpart F." since Subpart F was 
designed precisely to combat such tax avoidance by US companies like 
Dupont who shifted profits from the US to Switzerland.^’ 


Salem Financial Inc. v. United Stiite.s, No. I : IO-cv-00192 (United Slalc.s Court of Federal Claim.s, 
SEPTEMBER 20, 20 1 .3); Bank of New York .Mellon Corp. el al. v. Commis.sioner. 140 T.C. No. 2 
(FEBRUARY I 1,2013). 

Since the re.structuring look place in 1999/2000 these years are presumably closed and barred from 
further audit. 

“ Steines report, 16. 

’ The legislative history of the codification of the economic substance doctrine does indicate that the IRS 
will not apply it to cases in which related parties are dealing with each other at arm’s length. JCX- 18-10, at 
152-3; IRS Guidelines for Examiners, July 16, 2012. But a transaction in which 100% of the profit is 
shifted for 15% compensation can hardly be said to meet this guideline. 
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b. Assignment of Income 

Another basic tax doctrine that like economic substance dates back to the 
1930s is assignment of income. Under Lveas v. Earl and other Supreme Court 
cases, a taxpayer cannot separate the income “fruit” from the “tree on which it 
grew" by assigning it to someone else.'''* 

One of Caterpillar and PwC’s basic assertions for transfer pricing purposes is 
that it is not possible to separate the parts business from the underlying sales 
of equipment (the “prime” business). Caterpillar acknowledged that the “sale 
of replacement parts is dependent on the sale of machines”. PwC stated in 
1999 that “the field population of CAT prime products creates the demand for 
C.A'l replacement parts. A senior Catcrpillai’ executive testified under oath 
that product managers were encouraged to design machines “that would 
enable us to maximize parts .sales,” w'hich were much more profitable than 
machine sales.'’' Former Caterpillar CEO Donald Fites has characterized the 
sale of parts as an “annuity” that flows from the sale of machines.^" 

If that is the case, the IRS could argue that any time Caterpillar sells a 
rnachine from the US, it is also economically creating the future stream of 
income that is generated by selling replacement parts for this machine. In that 
situation the assignment of income doctrine would assign the profit from the 
sale of parts to Caterpillar, which sold the original machine. You cannot 
separate the parts fruit from the machine tree. 

c. Transfer Pricing 

PwC’s restructuring proposal and subsequent documentation were designed to 
defend Caterpillar against a transfer pricing challenge by arguing that the 
15%/6% royalty adequately compensates Caterpillar for whatever value it 
provides to CSARL. 


Lucas V. Earl, 28 1 US 1 1 1 . 1 14-.5 (1930) (“There is no doubt that the statute could tax salaries to those 
who earned them and provide that the lax could not be escaped by anticipatory arrangements and contracts 
however skiilfuliy devised to prevent the salary when paid from vesting even for a second in the man w ho 
earned it. That seem.s to us the import of the statute before us and we think that no distinction can be taken 
according to the motives leading to the arrangement by which the tVuits are attributed to a different tree 
from that on w'hich they grew.'") 

CSARL Chronology (2010). 

PwC, Gl-OVE economic analysis (October 1999). 

Springer deposition. 

“Donald Fites has an interesting take on this. Dc considers the sale ofa Caterpillar machine to a customer 
to be analogous to an annuity that continues to pay dividends over time. Machines must be serviced and 
will require parts, both of which will generate business for CA T and its dealers over time. During the Great 
Recession of 2008-2009, this enduring source of revenue was vitally important to both CAT and its dealers 
because sales of some machines plummeted as much as 62 percent." The Caterpillar Way (2013), p. 120; 
sec also CAT board minutes from February 2012, refeiring to the sale of parts as an “annuity." 
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In response lo the Subcommittee staff questions. Caterpillar acknowledged 
that Caterpillar provides CSARL with packaging, warehousing, management 
of suppliers, consulting on choice of suppliers, visiting suppliers, negotiating 
terms for purchase and sale of parts, transportation, delivery, quality 
inspection and customs support. In effect, CSARL does nothing to justify its 
billions in profits except bear the theoretical entrepreneurial risk, which is 
minimal since Caterpillar’s parts business is so well run. In fact, the main risk 
home hy CSARL is that something bad will happen to Caterpillar’s equipment 
business, and that too is primarily a risk for Caterpillar. 

In exchange for the 15%/6% royalty. Caterpillar provides CSARL with its 
brand name and well-known trademark, its supplier base, the entire logistics 
of the parts business, and its well-established distribution network. The IRS 
can and should argue that 15%/6% royalty is not sufficient. Specifically, the 
IRS should argue that the shift of 85% of the parts profits from Caterpillar to 
CSARL represents the transfer of a valuable intangible that is covered by the 
“super-royalty” mle of IRC section 367(d). Under that rule, any outbound 
transfer of an intangible must be compensated by a royalty “commensurate 
with the income” from the intangible, resulting in a shifting of the entire profit 
back to Caterpillar. 

However, it should be noted that the IRS has not generally been successful in 
transfer pricing litigation and that the Caterpillar business restmcturing 
follows a common model that many other US and foreign multinationals have 
adopted. Under this model, the entrepreneurial risk is located in a low tax 
jurisdiction and the production and distribution functions are assigned to low 
profit contract manufacturers and commissionaires in high tax countries. It is 
not clear that the IRS can succeed in challenging such stmctures under current 
law. This suggests that current law should be changed, which is a job for 
Congress. 

3. Potential Congressional Responses 

The obvious response to all attempts by US multinationals to shift profits out of 
the US is to abolish deferral. If US-based multinationals were taxed currently on 
all of their foreign source income, whether earned directly or through subsidiaries, 
Congress could lower the corporate tax rate dramatically and still achieve revenue 
neutrality. Moreover, because the OECD is currently considering ways to combat 
Base Erosion and Profit Shifting (BEPS), such a unilateral move by the US is 
likely to be followed by similar moves by other OECD countries, which need the 
revenues more than we do, and the resulting race to the top would alleviate any 
concerns about putting US-based multinationals at a competitive disadvantage.^^ 


’’ For a fuller exposition of this argument see Reuven S. Avi-Yonah, Hanging Together: A Multilateral 
Approach to Taxing Multinationals (2013), available on SSRN. 
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Such a move seems politically unlikely at present. Thus, it is interesting to 
consider how Caterpillar would fare under the various competing international tax 
reform proposals being considered by Congress, 

Under President Obama’s proposal, all foreign profits of US-based MNEs would 
be taxed currently at a minimum rate that has not been specified. Presumably, it 
would be higher than CSARL’s 4% effective rate in Switzerland, but lower than 
the full 35% US rate. This will reduce but not eliminate the potential to shift. 

Under Rep, Camp’s proposal. Caterpillar would pay tax at between 3.5% and 
8.75% on its past profits (payable in installments without interest), and then be 
able to repatriate them without further tax. Future profits can be repatriated for a 
tax of 1 .25%, except that since the Swiss rate is only 4%, the effective tax rate on 
“Foreign Base Company Intangible Income” would be raised to 15%. This 
proposal will also reduce but not eliminate the shifting potential since the US rate 
will be 25%. 

Under Sen, Baucus’ proposal, CSARL’s past profits would be subject to tax at 
20% (payable in installments) and its future profits would be exempt from US tax 
except to the extent that tliey fall under one of the two anti-profit shifting options. 
Under option Z, only 60% of CSARL’s profits would be subject to tax because 
they represent “modified active income.” Modified active income is defined as 
"active foreign market income", which is the aggregate of all items of income 
"attributable to economically significant activities with respect to a qualified trade 
or business" and derived in connection with goods sold for consumption or 
disposition outside the US or services provided outside the US with respect to 
persons or property located outside the US. "Economically significant activities" 
means activities performed outside the US by officers or employees who are part 
of the management and operational functions of the CFG and which make a 
substantial contribution to the production of the income. "Qualified trade or 
business" means manufacturing, producing, growing, or extracting property 
outside the US or providing services outside the US, including making a 
substantial contribution to a qualified trade or business. CSARL seems to qualify 
under this definition so 40% of its future income would be exempt from tax even 
when repatriated. 

Under option Y of Senator Baucus’ proposal, CSARL’s future income would be 
subject to tax at 80% of the US rate because the proposal includes as subpart F 
income all income of a CFG (other than income from sales into the US, which 
CSARL does not have) that is taxed by the foreign jurisdiction at less than 80% of 
the US rate. Assuming that the new US tax rate is 30%, this means that CSARL’s 
future income would be taxed by the US at 24%. Because of this result I believe 
Sen. Baucus’ option Y is the most promising politically realistic way of 
combating profit shifting schemes like the Caterpillar restructuring. 
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4. Conclusion 

This series of hearings on profit shifting by major US multinationals has revealed 
a pattern in which the companies successfully move profits that are economically 
generated in the US to low-taxed foreign affiliates. The question is what should be 
done to protect the US corporate tax base and to ensure that US-based 
multinationals bear a fair share of the tax burden. 

In my opinion the best way to address the profit shifting issue is to abolish 
deferral, since in the context of the OECD BEPS project this can be done on a 
multilateral basis, which will not put US-based multinationals at a competitive 
disadvantage. Such a move should be combined with a significant reduction in the 
US corporate tax rate. But if this option is considered politically unfeasible, the 
second best option is to adopt Senator Baucus’ plan with option Y. That option 
aligns US international tax law with the laws of our major trading partners and 
will significantly reduce the ability of companies like Caterpillar to shift profits 
out of the US. 
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iMRODLICnON 

Good morning Chairman Ix'vin. Ranking Member McCain, and Members of the 
Subcommittee. 

My name is Thomas Quinn. I am a certified public accountant, and a partner at 
Pricesvaterhou.seCoopers LLP ("PwC"). 1 began my career with PwC in 1984. and have been 
advising conipanie.s with respect to their federal income tax obligations for .40 years. I am joined 
by .lames Bow/ers, w-ho also is a certified public accountant and a partner in PwC’s tax practice. 
Having joined PwC in 1976. Mr. Bowers has been advising clients with respect to their tax 
obligations for over 37 years. I am also joined by Steven Williams, a Managing Director with 
PwC. Mr. Williams is an economist who holds a ma.stcr's degree with a concentration in 
international economics. He has been with PwC since 1982. and has specialized in transfer 
pricing, that is, evaluating related-party transactions, for 28 years. 

I understand that today's hearing relates to the tax implications of a business re- 
organization that Caterpillar. Inc, ("Caterpillar'') began almost 15 years ago. I was one of the 
PwC partners who provided tax advice to Caterpillar and its outside law firm. McDermott Will & 
Emery ("McDermott") in connection with that matter. Mr, Bowers assisted PwC's audit team 
with its audit of the tax aspects of Caterpillar's financial statements. .Xnd Mr. Williams provided 
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Caterpillar with assistance regarding the application of the transfer pricing rules to transactions 
between affiliated companies. 

At the outset, let me say on behalf of PwC, that we recognize both the longstanding 
intere,st of this .Subcommittee in corporate tax issues and the importance of those issues. In that 
spirit. PwC has cooperated fully with the Subcommittee throughout this inquiry and willingly has 
accepted your invitation to testify here this morning. 

PwCfS INTF.RNATION.AL TAX SERVICES PR-4CTICE 

Before addressing our engagement with Caterpillar, allow me to provide an overview of 
PwC’s tax practice in the linked Slates. PwC is the leading provider of tax .services worldwide 
in terms of both the size and scope of our la,v practice, and we believ e, our reputation. We strive 
to combine our specialized tax knowledge in national and local jurisdictions across the globe 
with a deep understanding of our clients' business and economic environments. As tax laws 
become increasingly complex and tax considerations more challenging, we assist companies to 
understand and meet their compliance obligations, identify and reduce tax risks, and consider tax 
alternatives that complement their business and operational objectives. I'o that end. we provide a 
full array of federal, international, slate and local tax services to large multi-national businesses, 
middie-market companies, and individuals. In working with multi-national businesses, we 
routinely evaluate issues of international taxation. Many of our multi-national clients are subject 
to the tax systems of both the United Slates and the foreign countries in which they operate, 
fhe.se contexts are complex, and often the rules of various jurisdictions overlap. 

We take pride in our role as an essential and productive part of global tax administration 
and compliance. Our policy specialists advise regulators, govemments. corporations, and supra- 
national bodies worldwide on the technical and practical aspects of developing and implementing 
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tax policy initiatives. And we understand the responsibility of the Internal Revenue Service and 
other tax authorities to collect the revenue required by law. 

U.S. Taxa riON OK Foreign Profits Generallv 
Is Deferred Untie Profits Are Remitted to the U.S. 

U.S. tax laws regarding international income can be particularly complex. Generally, 
domestic corporations must pay corporate income tax to the Internal Revenue Service on all 
profits earned worldwide - not just in the United States. Foreign corporations, on the other 
hand, generally pay income tax to their home country's government on income earned in their 
home country, and pay U.S. ta.x only on income from .sources within the United States, and 
income that is effectively connected with a U.S. business. Generally. U.S. tax laws allow 
domestic parent companies to defer corporate income lax on profits earned by their foreign 
subsidiaries until the profits are remitted to the parent company in the United States. There are 
certain exceptions to this rule, however. For example, according to a part of the Internal 
Revenue Code knowm as Subpart F. current U.S. income lax is applied on the income of a 
foreign subsidiary if the income is derived from the sale of goods acquired from related parties. 
Under Subpart F. the U.S. lax consequences are distinctly different if a foreign subsidiary 
acquired property from a related party, or acquired property directly from an unrelated third- 
party supplier. On the other hand, generally income of a foreign subsidiary derived trom the sale 
of goods to unrelated parties is not subjecT to current U.S. income tax. but rather deferred until 
remitted to the United Slates. In short. Subpart F overrides the general rule that a foreign 
subsidiary's foreign profit is not subject to tax until it is remitted to the United States. 

Caterpiei.ar’s Global Operation.s 

With that background. 1 will now briclly discuss Caterpillar's operations, which provide 
the background for our tax work. Headquartered in Peoria, Illinois. Caterpillar and its 


(31 



119 


subsidiaries (“the Caterpillar group") are one of the world's largest manufacturers of 
construction and mining equipment, diesel and natural gas engines, and industrial gas turbines. 
Cateipillar equipment is sold to cu.stomers around the globe and used to build and maintain 
critical infrastructure, including highways, dams, airports, and the like. The Caterpillar group 
sells both machines, such as hulldo/ers. mining trucks, excavators, and other heavy equipment, 
as well as replacement parts for those machines. The integrated nature of the machines business 
and parts business is fundamental to Caterpillar's sales proposition to its customers: reliahility. 
Machine sales lead to parts sales, and parts .sales .support and encourage machine sales. Becau.se 
of the machines' intensive use and longevity, replacement parts arc a critical component of the 
total package offered to customers. I he Caterpillar group manufactures machines and some 
replacement parts. It also purchases replacement parts from third-party suppliers. Replacement 
parts manufactured by the Caterpillar group arc called "w'orked parts." while parts that the group 
purchases from third-party suppliers are referred to as ''purchased tlnished replacement parts." 
The Caterpillar group sells these products through an independent dealer network, having 
recognized early on that a .strong, independently owned dealer organization was key to 
differentiating its products from the competition. In 2012, the Caterpillar group .sold more than 
.300 different types of products to customers in 180 countries from facilities on six continents 
across the globe. 

Since forming as the Caterpillar I ractor Co. in 192.3. Caterpillar’s busino.ss has been 
expanding throughout the world to meet increasing global demand. In the early 1960s. .sales 
outside the United States comprised only 37 percent of Caterpillar's consolidated sales. Five 
decades later, the situation had rever.sed: .sales outside of the United States accounted for more 
than 65 percent of consolidated sales, fo meet that demand. Caterpillar has established 


[ 4 ] 



subsidiaries outside the United States to market its products and provide product support abroad. 
Caterpillar formed its first overseas subsidiary. Caterpillar Tractor Co. Ltd., in the United 
Kingdom in 1951. This company was stalled by 125 personnel who would inspect, store and 
distribute parts to dealers. In the 1 9f)0s. Caterpillar formed Caterpillar Overseas SA ("Cateipillar 
Overseas") in Switzerland, which seiv'ed Europe, Africa, and the Middle East. Caterpillar also 
established marketing subsidiaries in other countric.s. including Caterpillar Brasil SA. Caterpillar 
Australia Pty. Ltd., and Caterpillar Ear East. Ltd. By the late I990.S. Caterpillar owned interests 
in appro.ximately 300 subsidiaries and other companies around the world. 

Consistent with the increasing sales outside the United Slates, Caterpillar's independent 
dealer network has e.xpanded globally. In 1970. about 46 percent of the independent dealer 
network was based outside the United Stales, riiirty years later, almost 70 percent of the 
company's dealers operated outside the United States. The company's workforce has followed 
suit. In 1970. only about 20 percent of the Caterpillar group's personnel w'ere based outside the 
United States. In 2000, almost 60 percent of employees were located outside the United States. 
Still, in 2000. exports were re.sponsible for 16.000 U.S. jobs and 30,000 U.S. supplier Jobs, 
according to Caterpillar estimates. 

In addition to c.stabli-shing marketing facilities across the globe, Cateipillar has expanded 
its manufacturing facilities worldwide to meet global demand for its products. Throughout the 
first half of the last century. Caterpillar tnanufaclured its products exclusively in the United 
States. During the post-war period, in the 1950s and 1960s. Cateipillar began establishing 
subsidiary manufacturing operations outside the U.S., including in the United Kingdom, 
Belgium, France, Brazil, and Australia. Today, the Caterpillar group manufactures products in 
more than a dozen states and 20 countries. In short. Caterpillar has transformed it,self from a 
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U.S. -based manufacturer of machines and parts for sale to U.S. dealers to a global maiiulacturer 
of products and parts for dealers around the world. 

Pw C's Eng.aceme.int to Analyze Caterpillar’s 

OPERAI IONS AND iNT'ERN.ATIO.NAL T AX ALTER.NA ITVES 
As the globalization of Caterpillar's business continued to evolve, in 1998, Caterpillar 
engaged McDermott, which in turn engaged PwC. to advise the company with respect to its 
international tax position. By this time, wc had been providing tax service.s to Caterpillar for 
over a decade. I'o develop our advice, I’wC tax professionals Urst engaged in an extensive study 
of Caterpillar's organization and global operating footprint, spending considerable time at 
Caterpillar's operating facilities. For example, we interviewed the leadership of marketing units 
for Europe, the Asia-Pacific region, and Latin America, and on multiple occasions visited 
regional marketing headquarters in Sw'itzerland. Singapore, China, Japan. Canada, and the 
United States, to gain a deeper understanding of the interaction with foreign joint venture 
partners, the role of the dealer network, and the importance of the field population of machines. 
We also interview'ed the leadership of key business units, including Engines. Track Type 
Tractors, Wheel Loaders. Excavators, Forestry, and Building and Construction Products, to 
understand the Product Manager's role and the current and future strategies that would impact 
Caterpillar’s sales and operational footprint. On multiple occasions we visited manufacturing 
facilities in France. Belgium. Brazil, the United Kingdom. Mexico, and the United States to 
understand the scale and scope of manufacturing operations. We also made site visits to parts 
warehousing facilities in Belgium. Australia. Singapore, and the United States to observe the 
fulfilment and logistics activities. 

By directly observing the functioning of the global business, we gained an understanding 
of the operations, including the financial and market risks faced by the global business. W'e 
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observed that this business organization, as it existed in 1998. both failed to capture the evolution 
of the true economics of the business, and subjected to current U.S, taxation income canted from 
the sale of products to foreign customers, largely under the Subpart F rules. Working with 
Caterpillar's tax department and McDermott, PwC analyzed alternatives that would better align 
Caterpillar’s operations with the true economics of the business and positively affect its global 
effective income tax rate. 

Ca i KUPiLL.vR Reorganized its Operations 
TO Reflegt the Globalization of its Business 

After collecting and analyzing substantial information about Caterpillar's global 
operations. McDermott and PwC presented Caterpillar with an understanding of the tax 
implications of its cunent global operating footprint, as well as alternatives to reorganize aspects 
of the business to better renecl current and anticipated future operations. After reviewing the 
information provided by McDermott and PwC, Caterpillar decided to undertake a significant 
reorganization of its foreign operations. 

Broadly speaking, this global reorganization involved two categories of business activity. 
The first was the sale of machines, and (he second was the .sale of purchased fini.stied parts. With 
respect to machine sales, prior to the reorganization, the company’s machine manufacturers 
outside the United States sold products to affiliates outside the United States for resale to dealers 
outside the United Slate.s. such as Caterpillar Overseas, Even though these machines were not 
manufactured or sold in the United States, their sales were captured by the Subpart F rules, and 
the income therefrom was taxed currently to Caterpillar as con.slruetive dividends, regardless of 
whether the profits were ever remitted to the United States. 

Sales of worked parts followed a similar business model. Caterpillar and its affiliates 
(such as Caterpillar Belgium and Caterpillar France) sold the parts to other foreign affiliates 
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(such as Caterpillar Overseas) for ultimate resale to third-party dealers abroad, dhe profits 
generated from both the intercompany and third-party sales fit within the Subpart F rules, and 
were taxed currently to Caterpillar, even when the profits were not transferred hack to the United 
States. 

With respect to sales of purcha,scd finished replacement parts, which accounted for the 
bulk of foreign parts sales. Caterpillar purchased certain parts from third-party suppliers and 
immediately resold the parts to Swiss-based Caterpillar Overseas, which used a warehouse in 
Belgium. Even though many finished replacement parts were purchased originally from suppliers 
outside the United States, and distributed to dealers outside the United States, Caterpillar's 
momentary ownership subjected the resale profits of Caterpillar Overseas to current U.S. 
taxation under the Subparl F rules. 

Considering the growth of its foreign operations. Caterpillar determined that it made 
business sense to centralize within one company the manufacture and distribution of products 
outside of the United States. This global reorganization involved substantial changes in the 
organizational structure of the Caterpillar group, including the transfer of functions, modification 
of purchase and .sale activities, a shift of economic risk and opportunity, and relocation of 
personnel. The reorganization affected multiple entities, lines of business, and internal systems, 
and cut across multiple jurisdiction,s. 

Beginning in 1999, Caterpillar Overseas transferred its assets to Caterpillar SARL, a 
company based in Switzerland that was largely akin to a U.S. limited liability company. Through 
Caterpillar Overseas, Caterpillar already had a substantial business presence in Switzerland, with 
hundreds of personnel based in a multi-story facility in Geneva, including a number of key 
corporate executives. Over the next several years, the remaining foreign marketing companies 
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integrated themselves into Caterpillar SARL. For example, the manufacturing and distribution 
operations in Singapore were transferred to C'atcrpillar SARL. Caterpillar SARI, also engaged 
Caterpillar Belgium and Caterpillar France as toll manufacturers. Over the next few years. 
Caterpillar SARL began handling sales of machines and parts outside of the United States, while 
Caterpillar continued to handle sales of machines and parts in the United States. After the global 
business reorganization. Caterpillar SARL (i) initialed purcha.se orders for machines (such as 
medium track type tractors, wheel loaders, and hydraulic excavators) and finished replacement 
parts, (ii) paid for and held title to the machines and purchased finished replacement parts, (iii) 
bore the risk of loss (including market risk) wdth respect to the machines and parts, and (iv) bore 
the operational expenses of the sales operations. I he reorganization yielded a tangible economic 
benefit, as Caterpillar SARL became a risk-bearing entrepreneurial company and its margins 
increased consistent w ith the increa.so of functions and risks. 

In sum. from its outset. Caterpillar SARL carried the business and market risks and 
received the profits or ios.scs from being the owner and seller of the machines and purchased 
fiiii,shed replacement parts in the international markets. Caterpillar SARL purchased finished 
parts directly from third-party suppliers, and sold finished parts directly to third-party dealers. 
Because the sales no longer Involved related-party transactions between Caterpillar and its 
foreign affiliates, or between foreign affiliates themselves, they were subject to the fundamental 
U.S. lax rule that foreign business income is not currently taxed until the income is remitted to 
Caterpillar in the United States, fhe culmination of those changes resulted in an overall increase 
to the operational elficiency for the Caterpillar group and significant tax savings, while allowing 
Caterpillar to keep jobs and assets in the United States. Caterpillar's annual effective tax rate 
averaged about 29 percent during the time-period. 
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Pw C’s Evai.ua riON OF Caterpillar SARL’s Royalty 
Rate Piirsu antto IRS Transfer Pricing Rules 

After the global business reorganization. Caterpillar's role in the reorganized business 
included serving as a service provider for certain purchases made by Caterpillar SARL. 
Caterpillar also licensed its rights to Caterpillar SARL to make machines, to purchase and 
distribute replacement parts, and to u.se Caterpillar technology and trademarks on tho.se products 
for sale outside the United Slates. U.S. lax rules required that Caterpillar be compensated for 
those rights and services with an arm's length payment, which was subject to current U.S. 
taxation. 

Becau.se Caterpillar and Caterpillar SARL were related companies, the payment of 
royalties and services compensation by Caterpillar S.ARL to Caterpillar was subject to IRS 
transfer pricing rules. These rules generally address the method of testing and determining the 
arm's length nature of the transfer of goods, intangibles, and services to a related-party. The 
arm’s length range of prices must rellcct the prices that would have been charged in a 
comparable transaction between unrelated parties. 

There is not one accepted method for detennining whether a price falls W'ithin the arm's 
length range. Rather, the tax rules provide for a number of alternatives that may be considered to 
test the arm's length nature of prices between related parties. Under U.S. rules, the taxpayer 
must apply the method that will yield the most reliable result, given the facts and circumstances 
of the transactions, known as the "Best Method Rule." One method for determining an ann's 
length range in connection with the transfer of properly is the Comparable Profits Method. This 
method analyzes objective measures of profitability, that is. whether the related party's profits 
fall within the range of profits earned by unrelated parties engaged in similar business activities 
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under similar circumstances, Ihe Treasury regulations also require multinational entities to 
develop and maintain documentation memorializing their transfer pricing analysis. 

Beginning in 1994, Caterpillar engaged PwC to assist the company with its analysis of 
the arm's length nature of certain transactions, including the royalty rate and licensing fees paid 
by Caterpillar SARL to Caterpillar, in order to .satisfy U.S. transfer pricing documentation 
requirements. After evaluating each of the relevant transfer pricing methods contained in the 
Treasury regulations, and based on the facts and circumstances of Caterpillar's business. PwC 
concluded and advised Caterpillar that the Comparable Profits Method was the most reliable 
method. This method revealed that Caterpillar SARI.'s operating margins were consistent with 
the operating margins earned by utirelaled parties engaged in similar business activities under 
similar circumstances. In addition to conducting this analysis under the Comparable Profits 
Method. PwC also analyzed these prices under each of the other relevant transfer pricing 
methods prescribed by the Treasury regulations, fach analysis supported the arm's length nature 
of Caterpillar's related-party pricing. Pvv( "s analysis and conclusions were detailed in reports 
that PwC prepared for Caterpillar. 

PwC'S ACDIT Skrvic k.s to Ca I erimi.i.ar 

In addition to providing Caterpillar with various tax services as de.scribed above. PwC 
also has been auditing Caterpillar's financial statements for many years. We have been asked to 
explain how the concurrent delivery of the.sc tax and audit services to Caterpillar complied with 
applicable independence rules. Ihe delivery oflax consulting .services (including tax structuring 
and transfer pricing advice) to audit clienls subject to applicable safeguards has long been 
permitted by the rules of the Securities and Exchange Commi.ssion C'SEC"). the Public Company 
Accounting Oversight Board ("PCAOB"). and the American Institute of Certified Public 
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Accountants. For example, in the 2002 Sarbanes-Oxley Act, Congress endorsed the delivery of 
permissible ta.x services to audit clients, with pre-approval from the client's audit committee. In 
2003, the SEC "reiterateldl its iong-.standing position that an accounting firm can provide lax 
.services to its audit clients without impairing the finn's independence."' Accordingly, 
accountants may continue to provide lax scrv'ices (such as tax compliance, tax planning, and tax 
advice) to audit clients, subject to the normal audit committee pre-approval requirements under 
2-01 (c)(7). At the same time, the PCAOB Chainnan made clear that: “Neither the [Sarbanes 
Oxley] Act nor the SEC's rules prohibit lax services that are preapproved by the company's audit 
committee." with the exception of certain spccilfed categories.* Policy makers have been well 
aware of arguments for and again.sl having independent audit firms also provide tax advice to the 
.same elient, and after revisiting the issue more than once, always have concluded that providing 
tax advice should be a permitted service, if properly approved and subject to certain saleguards. 

PwC's tax and audit .services to Caterpillar complied with these independence .standards, 
PvvC assessed independence before the commencement of new services and on a quarterly and 
yearly basis. In addition, because of our position as auditor, PwC diselo.sed to Caterpillar's 
Audit Committee any relationship that in our professional judgment bore on our independence, 
including our tax services. PwC also complied with the Audit Committee's policies regarding 
pre-approval of both audit and non-audit services, including lax services. Furthermore, during 
the global business reorganization, Caterpillar - not PwC made its tax accounting and business 
decisions. And PwC continues to fimily believe that its tax advice and Caterpillar's tax positions 


' SEC Final Rule, Slrcn^lhening ihc Commission 's Requirements Regarding Audiior Independence, Release No. 
33-8183; 34-47265; 35-27642; lC-259i5: lA-2103; FR-68. i’iie no. S7-49-02 (effective May 6, 200.3). 

■ Testimony of William J. McDonough. Chairman. PCAOB. before the U.S. Senate Committee on Finance (Oct. 21. 
2003). 
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were correct under applicable lax laws. In sum, PwC's provision of tax services to Caterpillar a,s 
our audit client was entirely appropriate. 

CONCl.lISION 

Chairman Levin. Ranking Member McCain, and Members of the Subcommittee, thank 
you again for this opportunity to testify about PwC's tax services with respect to Caterpillar. We 
firmly believed then, and firmly believe today, that the tax services we provided, and the 
positions that Caterpillar took in that regard, complied with the law- and were entirely 
appropriate, i.ikewi.se. wc believe that our tax and audit engagements satisfied both the letter 
and the spirit of the independence rules that govern our practice. We would be happy to answer 
any questions you have. 


[ 13 ] 
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Good morning Chairman l.evin. Ranking Member McCain, and Members of the Subcommittee. 
Thank you for the opportunity to appear before you today. My name is .iulie Lagacy. and I m the 
Vice President of Caterpillar's finance Services Division, which includes its tax and accounting 
functions. I am accompanied today by Caterpillar's Director of Global 1 ax & I rade. Robin 
Bcran. a 24-year Caterpillar employee, and Rod Perkins, who retired in 2009 as one ol 
Caterpillar's International Tax \4anagers after 35 years of .service. We are proud to represent 
Caterpillar before you today. 

Caterpillar is a great American company, and our reputation is one of our greatest assets. 

Caterpillar complies with its legal obligations with re.spect to the payment of taxes. \Vc arc 
proud of w hat \vc do. W'e are proud of our men and women who make it possible. And we are 
equally proud of our ll.S. and worldwide heritage. 

Our average effective lax rate ofdb percent is one of the highest for a multinational 
manufacturing company, and 3 percentage points higher than the average effective income tax 
rate for U.S. corporations, according to the IJ.S. Department of the freasury. This is particularly 
high when you consider that more than 65 percent of our sales and revenues are abroad. Over 
the last 15 years, we've increa,sed U.S. jobs by 35 percent to nearly 52.000. And we've more 
than tripled our exports to $ 1 6 billion in 2013. 

Over the last eight months. Caterpillar has responded to several Subcommittee questionnaires 
and other information reque,sts, has produced roughly 2.000 pages ordocuments. has voluntarily 
permitted and facilitated 1 1 separate Subcommittee slaff interview s of current and fonner 
personnel, and has sought to cooperate in every way possible with the Subcommittee's inquiry, 

Background on Caternillar 

For nearly 90 years. Caterpillar has helped build the world, including the backbone of modern 
.America. What began with tw'o American inventors now employs over 1 1 8.000 people 
worldwide - and nearly 52.000 of those people are right here in the United Slates. When you 
consider our independent dealer and supplier networks, the worldwide reach of onr company is 
even greater. At our roots, we arc an American company. Our equipment W'as there to build the 
Golden Gate Bridge and create the interstate highway system. Caterpillar products, dealers and 
employees also show up after tragedy strikes. In Oklahoma City, at Hurricane Katrina and 
Ground Zero, w e joined the fir.st responders in cleaning up. powering up and paving the way for 
recovery. 

We are proud that many of our products are "Made in America." Along the Illinois River in our 
fast Peoria factories, we make the machine on which our company was founded - the track-type 
tractor, better known as the bulldozer, .last dow'n the road in Decatur. Illinois, is the only place 
in the world where we make the world's largest mining truck, wliich stands tw'o-and-a-half 
stories tall and cun canw 400 tons, Bight out of ten large mining trucks made in Decatur are 
shipped outside the United States, fherc arc other c.xamples like this across the country - from 
engines rolling off the line in fexas. to the locomotives we are building in Indiana, or the 
excavators made in Georgia. 


1 
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Our customers depend on Caterpillar's unmatched products, services, solutions, and the 
reliahility of our machines. Caterpillar is the world's leading manufacturer of construction and 
mining equipment, die.sel and natural gas engines, industrial gas turbines and diesel-eicctrie 
locomotives. Throughout our history, we have always served worldw ide customers, w ho turn to 
Caterpillar to help them develop infra.structure. energy and natural resource assets. 

We grow and build near our customers worldwide, not only because it's what they demand hut 
because remaining globally competitive helps create jobs right here at home. Cirowing where 
our business is means grow ing where our customers are located, not just in the I inited States but 
throughout the world. Most importantly, w hile more than 65 percent of our sales and revenues 
come frojTi outside the United Stales. Caterpillar remains committed to our manufacturing roots 
here in America that is w hy we continue to invest here at home with 69 facilities in 23 slates 
and Caterpillar dealers from coast-lo-coast. 

In the past 1 5 vears, we have added more than 13.000 U.S. jobs, growing from 38,000 in 1 999 to 
nearly 52.000 in 2013. Many of these jobs came from our exports, w hich last year alone totaled 
$16 billion. We in Peoria thought wc were doing exactly what the Congress was encouraging 
companies like us to do. Our effort to grow U.S. manufacturing jobs was highlighted hy 
President Obama in his 2013 State of the Union address. 

CaterpillaCs Approach to Taxes 

You have invited us here today to discuss taxes. Wo would like to explain very clearly how we 
view our responsibility with respect to taxe.s. what we do. and what we don't do. Caterpillar 
takes very seriously its obligation to comply with the tax laws enacted by the Congress, by the 
slates, and by all ofthe mati_\ jurisdictions in which we conduct busincs.s. 

Caterpillar's effective income lax rale averages about 29 percent, a.s Caterpillar has operations 
and customers worldwide. Considering that the avertige statutory corporate income tax rate 
among OF.CD countries is 25 percent, and the average effective income lax rale for U.S. 
corporations is 26 percent, a 29 percent effective tax rale is a relatively high blended rate. 

Caterpillar in particular is proud to pay its fair share of taxes right here in the United States. 

• For the last three years. Caterpillar's average Federal income lax liability has been 
approximately $61)0 million, for a ihrcc-ycar total of approximately $ 1 .8 billion of 
Federal income taxes, 

• Over the same period. Caleipillar also has incurred on average approximately S2 1 5 
million in U.S. slate and local income, property, and sales and use taxes, for a three-year 
total of approximately $645 million in U.S. stale and local taxes paid. 

• Caterpillar also has remitted on average nearly $1.8 billion in U.S. Federal and stale 
employment taxes in each of the last three years, for a three-year total ofover $5 billion, 
reflecting Caterpillar's commitment to creating and maintaining U.S. jobs. 

We w'ant to emphasize that Caterpillar has fully complied with U.S. lax law with respect to the 
restructuring and tran.sactions that you have asked us to di.scuss today. These tran.sactions 
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involve the purchase of replacement parts for Caterpillar machines and engines from our 
suppliers and the sale of those parts to our dealcrs. 

Specifically, the supply chain that you have asked us to address relates to purchases of 
replacement parts for Caterpillar machines and engines from third-party suppliers and sales of 
those parts to independent dealers outside the United States, fhese purchases and sales arc 
generally made by Caterpillar's non-U. S. ainiiates. .As such, (he affiliates' income from these 
sales is subject to non-U. S. tax on a current basis, and is subject to U.S. tax on a defeiTcd basis, 
I'his is a standard multinational business structure entirely consistent with the letter and .spirit of 
U.S. tax law. 

This also has nothing to do with Caterpillar's income from sales in the US. market or with 
Caterpillar Inc.'s incoirie from export sales, all of which is subject to U.S. tax on a current basis. 
Caterpillar does not seek or obtain any benefit of lower foreign lax rates or def'erral of U.S. taxes 
on this sales income, in addition, some of the bcncllt of lower foreign tax rates on Caterpillar's 
non-U. S. operations accrues not to Caterpillar but instead to the U.S. freasury. in the form of 
reduced foreign tax credits on income that is subject to eurreiil-hasis U.S. tax. 

Business Context of the .Suniilv Chain Rcstriicturinu 

Caterpillar has four reportable business segments in which separate profitability i.s determined, 
fhe reportable segments include Construction Industries, Resource Industries. Unergy & 
Transportation, and Financial Products, bach ol the llrst three segments is led by a Group 
President accountable for the cnd-lo-cnd husinesscs that they manage. That is. each aspect of the 
product included in that segment, front design, to manufaclurc. to sale, and to provision of 
replacement parts and servicing is determined by the Group President through appointed VPs 
and product managers assigned to the business in that segment. Replacement parts are a key 
facet of each of Caterpillar's machine and engine businesses, as Caterpillar equipment is built to 
last for decades. 

Caterpillar reaches customers through a network of independent dealers and works closely with 
these dealers to deliver machines, engines, and parts to die market, and to ensure a high level ol 
customer service. 

Many sales of replacement parts into non-U. S. markets are made by a Caterpillar af filiate based 
in Geneva. Switzerland, known as Caterpillar Sari, or CSARL, CSARl. and its predecessor 
entity have had a large marketing and sales presence in Geneva for more than 50 years working 
with dealers located outside the United Stales. Geneva was initially chosen as an ideal base from 
which to serve European markets in the postwar era. and it continues to offer advantages of 
geographic location and access to the talented, multicultural, and multilingual workforce that 
Caterpillar needs to operate effectively in the region. CSARl, is no mere shell, but rather a 
major operating company employ ing hundreds of personnel in Geneva, including many of the 
people who perform the strategically critical work of interfacing w ith dealers in non-U. S. 
markets. 

eSARL's Geneva-based employees make pricing and discounting decisions, monitor dealer 
financial and customer service performance, and intervene as needed when dealer performance 
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issues arise. Over a peried of decades, these Geneva-based employees have developed the 
network of independent dealers that comprise the Caterpillar marketing and distribution channel 
in Burope. Africa, and the Middle Ba.st. The same is true of the hundreds of Singapore-based 
eSARL branch employees who carry out these funetions and have developed the dealer network 
for markets in the Asia-Pacillc region. These employees perform strategically critical work in 
enabling Caterpillar to execute its business model around the world, and their functions could not 
be carried out cl'fcctively from the t iniled States. 

.As part of a restructuring carried out in 1999 and the early 2000s. CSARl. took on additional 
entrepreneurial functions related to the purchase and manufacture of machines, engines, and 
parts, including some functions that had previously been peribnned in other non-U. S. locations. 
Since this time. CSARL has purchased replaecmenl parts that it sells to non-U. S. dealers from 
unrelated suppliers both within and outside the United States and has manufactured machinery 
and equipment through contract manufacturing arrangements. Prior to 1999. CSARL s 
predecessor purchased replacement parts from Caterpillar Inc. and then on-sold them to the 
dealers, fhe removal of Caterpillar Inc. from the transactional How lias produced a simpler 
supply chain that belter rcnccls the reality that CSARI. is a true entrepreneur for sales of 
machines, engines, and parts in its lerritoncs. Caterpillar's ta.x repoiling consistently renects the 
fact that CSARI. is the entrepreneur for all ofthese transactions, regardless of whether the result 
is to report high margiiis. low' margins, or lo.sscs on CSARL s transactions— -there i.s no “cherry 
picking" of winners. 

■fhe fact that this adjustnicnt to the supply chain also eliminated unnecessary related-party 
transactions that were accelerating U.S. ta.xation of the non-U. S. sales income under the "Subpart 
F" anti-deferral rules does not in any way render CS.ARL's purchases and sales suspect under 
long-eslahlished lax principles. Nor does the (act that .some ol CSARL s inventory is 
commingled in U.S. w'arehouses with physically identical inventory owned by Caterpillar Inc, — 
as U.S. tax law specifically allows and indeed encourages foreign ownership of inventory in the 
Lhiited States for subsequent export, as well as phy.sieally commingling this inventory with 
identical inventory owned by others, provided inventory ownersltip by each relevant entity is 
carefully tracked, as it has been in this case. 

Apnlication of Judicial Doctrines to the Rcstructurint: and Subseciucnt Supply Chain 
T raiksactions 

It is universally agreed that a transaction's form must be consistent with the transaction's 
substance in order to he respected for tax purposes. The relevant transactions in the present 
inquiry are the routine purchases and sales of parts by CSARI. Irom and to unrelated suppliers 
and dealers — these arc the transactions by which CS.ARl. earns the relevant income, in the 
ordinary course of its business. As a matter of both form and substance. CSARL purchases and 
sells these parts in millions of tran.sactions with entirely unrelated parties. CSARL obtains not 
only legal title to these parts, but also full beneficial and economic ownership in the sense of 
enjoying upside potential and bearing downside risk. 

fhe “substance over form" case law and the recently codified economic substance doctrine 
provide absolutely no basis for rccharaetcri/ing third-party supply chain transactions of this 
nature — CSARL unquestionably is the purchaser and .seller for tax purposes. The fact that 
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CSARL may not take physical possession of some oi'thc prodiicls. and may rely on affiliates and 
third parties to perform some aneillary purchasing and logistics services, does not undermine 
eSARL's status as purchaser, beneficial owner, and seller of the parts for tax purposes — there is 
ample case law establishing this proposition. Incidentally, this would be true even if CSARL did 
not have hundreds of employees carrying out strategically important functions directly 
contributing to the earning of the ineomc in question — CSARL actually has much more 
"substance" than is necessary for its supply chain transactions to be respected for tax purposes. 

None of the various judicial doctrines, including the economic substance doctrine, apply to 
disregard CSARf, or rccharacleri/.c its transactions. Again, the relevant transactions are the 
millions of purchases and sales ofparts by CSARL from and to unrelated parlies, and these 
transactions arc unquestionably respected for tax purposes. 

The change in Caterpillar's contracting practices in 1999 to remove Caterpillar Inc. from the 
CSARL purchase-and-.sale chain for foreign-bound parts is not. in and of itself, an income- 
generating transaction and thus is not the proper focus ofany "substance" analysis under the 
various judicial docirines. Ca.se law has long established that the mere decision to pursue a 
business opportiinily through a foreign subsidiary rather than through a U.S. entity is not subject 
to examination under the economic substance doctrine. 

This is so because the law provides specific rules addressing the tax policy issues presented by 
the pursuit of business opportunities by foreign subsidiaries oflJ..S. corporations — the anti- 
deferral rules of Subpart L. and the transfer pricing rules of Code .section 482 and the regulations 
thereunder. Thus, even if it were stipulated that the changes made in 1999 were motivated 
primarily by lax considerations and generated primarily lax effects, the economic substance 
doctrine .still would not apply. 

riie economic substance doctrine prevents taxpayers from engaging in unnecessarily 
complicalcd transactions in order to accomplisli lax results that could not be specifically foreseen 
by tax policy makers due to the unpredictable interactions between various tax rules as applied to 
a particular highly engineered set of transactions. It docs not prohibit corporations from 
engaging in bona fide, economically based business transactions. 

When relevant, the doctrine require.s .some demonstration ofa meaningful change in economic 
position due to the various steps ofa transaction and/or a non-tax business purpose for the 
various steps. The doctrine is not relevant to supply chain restructurings that actually simplify 
the relevant transaction fiows and produce no itix savings other than those specifically 
contemplated and controlled by detailed tax rules. The doctrine is not relevant in determining 
whether a business sliould u.se a domestic or foreign cor|roration to pursue foreign markets. Sum 
Siegel V. Commissioner. 45 I'.C. 566 (1966). ucej. 1966-2 C.B, 7, instead, the transfer pricing 
and Subpart F rules govern the allocation and dcfciTai of income resulting from thc.se basic 
supply chain arrangements. 

The Congress explicitly confirmed this point when it codified the economic substance doctrine. 
See .loint Committee on faxation. Technical Expkmalionoflhc Revenue Provisions oflhe 
"Reconcilialion Act of 2010. " as Amemled, in Combination with the “Patient Protection and 
A ffordable Care Act. " JCX-1 8-10 (Mar. 21. 2010). at 152-53 (noting that, "under long.standing 
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judicial and administrative practice." certain basic business decisions arc respected even) if 
"largely or entirely based on comparative tax advantages, includittg "a U.S. per.soii s choiee 
between utilizing a foreign corporation or a domestic corporation to make a foreign investment" 
and "the choice to utilize a related-party entity in a transaction, provided that the arm's length 
standard of [Code] section 482 and other applicable concepts arc satisfied"); see also Internal 
Revenue Service. l.B&l Directive for Industry Directors, e! al regarding Guidance for 
Examiners and Managers on the Codified Economic Sukstance Doctrine and Related Penalties 
(LB&i-4-07l I -015). .luly 1 5. 201 1 (confirming same). In other words, decisions of this nature 
generally are not subject to second-guessing under the economic substance doctrine, even if 
based primarily on la.\ considerations, because the resulting structures arc already policed bv' 
other highly developed legal regimes (i.e.. the Subpart E and transfer pricing rules). 

Moreover, courts have explicitly interpreted, and the Congress has endorsed, the economic 
substance doctrine to mean that businesses are allowed to structure and restructure their foreign 
operations, even when motivated primarily by lax considerations and resulting primarily in lax 
benefits. In United Parcel Service oi America {'‘UPS") v. Commissioner. 254 f. 3d 1 0 1 4 (1 I th 
Cir. 2001 ). the taxpayer restructured its business by transferring its package insurance program 
to a Bennuda affiliate and then distributing the .shares of that entity in a taxable dividend to the 
UPS shareholders. Even though the Bermuda company had no facilities or employees in 
Bermuda, the I Ith Circuit concluded that the arrangement did not violate the economic 
substance doctrine. In reaching this conclusion, the court focused on the millions of transactions 
engaged in by the Bermuda company being chttllengetl by the IRS. and not on the business 
restructuring that preceded them. 

The appropriate analysis is whether CSARl .'s post-restrueturing transactions had substance. 
Applying UPS. CSARE and its transactions had more than ample sub.stance. CSARL has and 
had several hundred employees, numerous warehouses to hold inventory for sale to its dealer.s. 
and office facilities in Geneva. Significantly. CSARE engaged in millions of transactions vvifh 
third parlies by purchasing replacement parts from third parly suppliers and manufacturers, and 
selling the parts to third party tlealers. 

In connection with the Suhcommitice's inquiry. Caterpillar sought and received an independent 
review of the CS.ARL restructuring. Profes.sor .lohn Steines. a professor of tax law at New York 
University, reached the same conclusions that the various judicial doctrines, including the 
economic substance doctrine, do not apply to the restructuring. Professor Steincs's report is 
attached to this testimony. 

If any well-advised business decided to expand today from serving purely domestic markets to 
serving global markets, it would cslabli.sh a structure that looks like the current CSARL 
structure. It would conduct its foreign business through a foreign entity, and that entity would 
pay its U..S. parent fees for services and licensed intellectual property. The foreign entity, not the 
U.S. parent, would purchase w hatever the entity needed in terms of inventory and other material 
inputs. Courts would respect this arrangement so long a.s the foreign corporation engaged in 
bona fide, economically based tran.sactions (Northern Indiana Piihlic Sen’iee Co. v. 
Commissioner, 1 1 5 F.3d 506 (?"’ Cir. 1 997)). This result is clearly contemplated in the case law 
(e.g., UPS. Sam Siegel) and the codification of the economic substance doctrine. 
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The various judicial doctrines, inciiiding the economic substance doctrine, simply do not apply to 
the CSARL restructuring and subsequent supply chain transactions. 

Application of Transfer Pricing Regulations to the Restructuring and Subsequent 
Intercompany Transactions 

U.S. ta,\ law. like the tax laws ol'most U.S. trade and investment partners, requires that related 
parlies price their transactions as ilThey were unrelated parties dealing at arm's length. I'he 
lengthy and complex transfer pricing regulations under Code section 482 set forth the methods 
that a taxpayer must use in determining the appropriate price for a related-party transaction, i he 
regulations require that a taxpayer adopt the •'best method" by using the method Ihsit provides the 
most reliable measure ofan arms length result under the facts and circumstances. A taxpayer is 
required to document its related-party transactions at the time of 11 ling of the tax return in order 
to avoid exposure to penalties under Code section 6662. and the IR.S routinely requests this 
documentation at the beginning ofan audit. Similarly, the country where the other related party 
is located generally requires documentation for the same transaction, fhese rules apply to 
transactions between cnlilies in high-tax countries (c.g.. Dnited States and France), as well as in 
transactions between a U.S. entity and an entity in a low-lax jnrisdielion. 

Unlike the judicial doctrines discus.sed above, the transfer pricing rules obviously did and 
continue to apply to the transactions that the Suheommiltee has asked Caterpillar to address in 
this hearing, I'he provision of intiingiblc property rights and services to CSARL by Caterpillar 
Inc. is subject to the arm's length .standard. Any possihilily that income might be inappropriately 
shifted from Caterpillar Inc, to CSARL through these license and services transactions is 
addressed by the requirement that the royalties and service foes comply with the arm's length 
.standard. Caterpillar has executed, documented, and priced these intercompany Iransnctions in a 
manner that fully complies w ilh the arm's length standard. 

As all transfers of property rights and services are aeeoiinlcd for under these pricing 
arrangements. U.S. law does not require any separate charge or "exit fee" for the mere decision 
to allow CSARL to pursue a busine.ss opportunity that was previously pursued hy Caterpillar Inc. 
Moreover, since CSARL did not purch;i,se these properly rights outright, it pays a royalty to 
Caterpillar Inc, and w ill continue to do .so utilil the license either expires or is terminated. 
Although there are OECD projects and U.S. legislative proposals circulating that would impose 
exit fees in a wider range orcircumslanccs. these proposals are not present law (and Caterpillar 
certainly could not have been expected in 1999 to foresee and apply such proposals to its own 
transactions). 

I'he inapplicability of the "sub-slance over form" and economic substance doctrines to the 
situation at hand represents no loophole or unintended outcome -any income-shifting concerns 
that stnictures like this could possibly pre.senl arc anticipated and addressed by the transfer 
pricing rules and the related documentation requirement. 


■Application of Suhpart F Law and Puliev to the Rexstructured Supply Chain 

The CSARI. parts transactions also fully comply with the letter and spirit of the Subpart F anti- 
deferral rules. 
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As explained above, the sales incc>me at issue is earned by CSARl. from tiic purchase of parts 
from unrelated suppliers and the sale of these parts to unrelated foreign dealers. CSARl. legally 
contracts with the suppliers for the purchase of parts, and the suppliers transfer to CSARl., legal 
title, risk of loss, and other cominereial risks relating to the parts in millions of routine third- 
party comitierciai transactions. CSARL markets and .sells these parts to unrelated foreign 
dealers, with CSARL directly carrying out strategically critical marketing and selling functions 
through eSARt.'s workforce of hundreds ofcmployees. who have developed this dealer network 
over the course of several decades. C'SARL takes entrepreneurial risks and is exposed to 
entrepreneurial upside and downside. CS.ARL obtains important intangible property rights and 
services from related parties, and CS.ARI, remunerates the.sc related parlies with substantial 
intercompany royalties and service Ices that comport with the ami's length standard. 

Since l‘)62, it has heen perfectly clear under Subpart L that a foreign subsidiary's income from 
the sale of personal property cannot be .Subpart F foreign base company sales income il the 
suhsidiary, acting on its own behalf, both purchases the personal property from an unrelated 
person and sells the personal property to an unrelated person, as is the case tor CSARL's 
purchases and .sales of the pails at issue in today's hearing. 

Suhpart F prov ides that other factors, such as location of the manufacturing of the property, or 
the location where the property will be used, may be relevant to the application of Subpart F. but 
only in situations in which the foreign subsidiary makes the related-party purchase or sale of 
property necessary to implicate the Subpart 1' sales rules in the first place. Suhpart F does not 
require any inquiry whatsoever into the locution of manufacture, the identity of the manufacturer, 
or the location of the customer markets in situations involving unrelatcd-to-unrc!atcd purcha.scs 
and .sales of inventory. Simply staled, the Congress quite clearly provided that "unrelated-to- 
unrelated" purchases and sales of personal property do not give rise to Subpart I- income, even if 
the foreign subsidiary in question has nothing at all to do with the production of the property and 
is organized in a country other than the country of manufacture and the country of sale and 
ultimate use of the property. Subpart 1' thus imposes no requireinenl that CSARL employees 
carry out any particular activities in dealing with its suppliers, or indeed any activities at all — the 
fact that hundreds of CSARL employees do in fact cany out activities that are strategically 
important to the earning of CSARL's income means that CSARL has much more substance than 
.Subpart F requires. 

Nothing about the CSARl. replacement parts supply chain or lax result offends any Subpart F 
policy, in view of the unmistakable clarity with which the Congress has provided that unrelaled- 
to-unrelated purchase and sale structures do not give rise to Subpart F income, not to mention the 
fact that the activities directly performed by CSARL employees with respect to the marketing 
and sale of the products in question arc far more substantial than is the case for other structures 
commonly observed in the marketplace (and considered without any substance-over-form 
objections in various court cases). If C.SARL .stands out among the hundreds of large 
multinational structures prevalent in the marketplace, it would be for the unusually high degree 
ofbusiness substance in the buying and .selling entity, when in fact the law requires very little in 
this regard. 

Subpart F also specifically envisions that a foreign subsidiary' might ow n inventory in IJ.S. 
warehouses, for export to foreign markets. Code section 956(c)(2)(B) provides an export 
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property exception, establi.shing that a foreign .subsidiary's mere ownership of inventory located 
in the United Slates does not constitute a taxable investment in IJ.S. properly by the subsidiary, 
provided the property is held for export to or use in foreign markets. Fo do otherwise would 
discourage engaging U.S. suppliers in the export markets. Thus. CSARIfs ownership of parts 
located in the United States is also entirely consistent w ith the law and policy of Subpart f. 

Caterpillar’s Use of External and Internal Tax Expertise 

In planning and implementing the restructuring. Caterpillar relied on the advice ol two of the 
world's leading tax advisory Itrms. as W'ell as on the experience and judgment of its own tax 
department. 

Suggesting that Caterpillar did not properly manage tax risk liascd on a reading of materials 
generated as part of Caterpillar's hrief experiment with a .so-called "guardraiks" format for 
quantifying and describing tax risk, marketed by management consultants, would be incorrect. 
Caterpillar's in-house tax professionals and outside advi.sors manage tax risk every day. and all 
remain convinced that the restructuring and siihsequent transactions comply with the tax code 
and case law dealing with the need for transactional form to comport w ith transactional 
substance. Caterpillar has never had any reservation about any fundamental "siibstance" issue 
relating to CSARL's purchases and sales of replacement parts, and nothing in the guardrails 
reilects any such concern. 

Caterpillar further notes that the restructuring was in no way a tax shelter and was not originated 
as an idea by RricewalerhouseC'oopers. In addition, the fact that Caterpillar's audit firm, 
PrieewalerhouseCoopers, advised on the.se matters violated no law. regulation, or ethical 
standard, either before or after the enactment of Sarbancs-Clxley years after the reslrueturing. 

Conclusion 

In sum, the fact that CSARf now directly piircha.ses its parts inventory reflect,? nothing more 
than the standard business operations and l;ix planning that any prudent multinational enterprise 
would employ in conducting its operation.? and complying with applicable tax law,s around the 
world, fhe entity in question has considerable business substance and is fully entrepreneurial as 
a matter of both functional reality and contractual form. C'S.ARL and its prcdece.ssor developed 
the dealer networks in much of the world outside the United States, fhe amount of income and 
eligibility for deferral of U.S. lax are well policed by existing transfer pricing and Subpart F 
rules. The structure complies with existing law and offends no U.S. tax policy. Caterpillar 
stands by this structure. 

We look forward to an open dialogue with the Subconiinittec and will be happy to atisvvcr your 
questions. Thank you. 
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Introduction 


1 am Professor of Law at New York University School of Law. My specialty is U.S. 
income taxation. 

1 have been a full-time faculty member at New York University for thirty-five years and 
have taught a wide variety of courses in the LL.M. program in Taxation, concentrating in those 
covering domestic and international a,spccts of corporate and partnership taxation, including the 
particular issues addressed in this report. I am a former editor-in-chief of the Tax Law Review. I 
have authored a casebook on international aspects of U.S. taxation, which includes chapters on 
subparl L. transfer pricing, and accumulated offshore funds, and articles on various international, 
corporate, and partnersliip tax issues. 1 have also spoken on mo.st of these subjects at 
professional conferences. I am Counsel to the law firm of Cooley l.l.P. where my practice 
generally involves the same areas ol' specialization,' Prior to affiliating with Cooley. I was a 
consultant to Dcloitte & l ouche from 2001 to 2004 and Counsel to the law firm of Weil. Gotshal 
& Manges LLP from 1984 to 2001. .A copy of my curriculum vitae is appended, w hich includes 
a list ofmy publications and other engagements in which I have served as an expert witness. 

I have been engaged by counsel to Caterpillar Inc. ("Caterpillar") to report to the 
Permanent Subeornmittee on Investigations ('•Subcommittee") as an expert witness in taxation 
on behalf of Caterpillar. Specifically, I have been asked to address the Subcommittee staffis 
concern that Caterpillar's supply chain restructuring executed in 1999 through the early 2()0()'s, 
pursuant to which it.s Swiss affiliate. Caterpillar SARI. ("CSARL"), purchases finished 
replacement parts from unrelated U.S. suppliers and sells them to unrelated dealers and 
customers abroad, may have lacked sufficient economic substance. 1 understand that the 
Subcommittee may have other areas of inquiry, but I do not address those here. 

The opinions expressed in the report arc based upon my specialized professional 
knowledge. 1 confirm that 1 have included in the report ail matters within my knowledge and 
expertise relevant to the matters on which I have been a.sked to report. I have made all the 


' ('ooiey does not represent C'aterpiiiar. nor did it have any involvement In the restructuring that is the subject of this 
report. In filing this report. I am acting only in my capacit>’ as Professor of Law. not on behalf of Cooley. My role 
as expert in this matter is not a conflict of interest. 
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inquiries that I believe are appropriate and no matters of significance that I regard as relevant 
have, to my knowledge, been withheld from me or the report. 

The report comprises three parts: a summary of conclusions: a statement of facts: and an 
analysis of the issues I was asked to report on. 

Siinimiiry of Conclusions 

As elaborated below, in my professional judgment, it is extremely unlikely that 
Caterpillar's supply chain restructuring and the countless ensuing sales conducted pursuant to the 
restructuring arc vulnerable to attack for lack of economic substance. 

Summary of Es,scii(ial Kacts 

The report is based on my under,slanding of the essential elements of the supply chain 
restructuring described below, I his understanding is drawn primarily from information provided 
by Caterpillar lo the Subcommittee at its request and. to a lesser degree, on conversations with 
Caterpillar and its counsel. 

The Parlies 


Caterpillar is the parent company of the Caterpillar group. Where relevant, references to 
Caterpillar include references to Caterpillar's affiliated Li.S. subsidiary companies. C.SARL is a 
limited liability company organized under Swiss law in 1997 as the succes.sor to a Caterpillar 
company that had conducted overseas operations for decades, CSARL is treated as a partnership 
for U.S. tax purposes and is owned directly or indirectly (through disregarded entities) by 
controlled foreign corporations that arc directly or indirectly owned by Caterpillar, 

I’re-Reslrticliirinf^ Supply (Thuin in llrief 

Before the restructuring. Caterpillar purchased replacement parts for its various 
product.s — purchased finished replacement parts (“FM-RI'’") — from unrelated suppliers located in 
the United States and sold a portion of them to C'SARf. ("outbound PFRP"), which in turn sold 
them to unrelated dealers and customers in foreign markets. Caterpillar's profits from outbound 
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PFRP sales were taxable in the United States. CS.ARl/s profits were also taxable in the United 
Slates as foreign base company .saic.s income (under Section 954(d) of subpail f ). 

Posl-Reslniclurin;^ Supply Chain in Brief 

After the restructuring. CSARL purchased outbound I’FRP directly from the unrelated 
U.S. suppliers and sold them to unrelated dealers and customers in foreign markets. The 
restructuring simply remo\ cd Caterpillar from the outbound PFRP supply chain. As a result. 
Caterpillar earned no profits (other than royalties and fees paid b> CSARL described below) 

I'rom outbound PFRP sales, and CS.ARL's profits were no longer taxable under subpart F 
because there was no longer a related parly (C'aterpillar under the old structure) in the supply 
chain, which Section 954(d) requires as a condition of foreign base company sales income. 

Elemenis of the Re.slriicluriny 

Since at least 1 960. Caterpillar's primary non-LkS. marketing center has been located in 
Swil/erland. For several dccade.s. CSARL (and its predecessor) have had several hundred 
employees in Svvit/.erland. currently approximately 400. engaged in activities involved in 
manufaeturing. marketing, .saic.s. and support ol ('aterpiliar machines, engines, and parts. Swiss- 
based managers have been instrumental in Caterpillar's international expansion. As the Asia 
Pacific market developed. CSARL developed a similar regional center in Flong Kong, which W'as 
later relocated to Singapore and currently is home to approximately 400 employees and the site 
of Caterpillarfs A.sia-Pacif1c aftermarket distribution center and remanufacturing facility. 
Presently, roughly 70 percent of the Caterpillar group's sales are to foreign dealers and 
cu,stoniers. 

flic re.sl rue luring entailed a broad realignment of many of the Caterpillar group's various 
functions in foreign markets. An important objective wa.s to fttcililate C.S,ARL's functioning as 
the principal in contract (toll) manufacturing arrangements. Another objective was to remove 
Caterpillar from the outbound PFRP supply chain in order to eliminate an unnecessary 
middleman between the .supplier and customer and in the process to eliminate unnecessary 
subpart F income. 
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Prior to the restructuring, outbound I’FRP functions vvere divided. Caterpillar employees 
located in the U.S. engaged with li.S. suppliers on design, production, and pricing mailers, 
whereas marketing to foreign customers was carried out by CS.'VRL employees in Sw itzcriand or 
Singapore. CSARL. operating as a distributor with limited cxpo.sure to market risk, earned a 
relatively small gross profit (appro.ximalcly four percent of sales revenue). 

The restructuring added to CS.ARI.'s exposure to market risk by essentially placing it in 
the position previously occupied by Caleipillar- — the entrepreneur between suppliers and 
customers. In order to take on purchasing functions previously discliargcd by Caterpillar, 
CSARL needed continuing support from Caterpillar and the right to use Caterpillar's intellectual 
property necessary to engage with suppliers and customcr.s (i.c.. production technology and trade 
name). I'o that end. CSARL entered into a licensing agreement with Caterpillar entitling CSARL 
to use relevant Caterpillar intellectual property, pursuant to which CSARL pays annual royalties 
to Caterpillar equal to four to six percent of sales revenue. In addition. CSARL rciinbur.ses 
Caterpillar, at cost plus a live to seven percent mark-up. for various engineering and logistical 
services provided by Caterpillar personnel located in the United Stales involved in engaging with 
suppliers and storing and managing inventory in U.S. -situs warehouses. I he adequacy of these 
royalties and fees is subject to normal audit review under the arm's length principles and rules of 
Section 482's transfer pricing regime. .Although CSARL hired or reassigned tw'o high-level 
purchasing managers located in Swit/.crland after the restructuring, much of the purchasing and 
logistical functions relating to outbound I’l-'RP continued after the restructuring to be caiTied out 
by Caterpillar personnel located in the United States. 

.After the restructuring, some outbound I’LRP was shipped directly from suppliers to 
customers or through unrelated packiigers. fhe balance was stored, intermingled with 
Caterpillar's goods, in Caterpillar's IkS, warchou.ses. As a mutual accommodation, if CS.ARL's 
or Caterpillar's inventory ran out. the inventory control syestem ("fl'-AS") permitted the short 
party to use the other's inventory and later replenish it from future purchases. Also, because 
li.S. suppliers did not want to deal with more than one purchaser. ( S.ARL purcha.sed not only 
outbound PFRP but akso goods destined for U.S. dealers and cu.stomers. In order to accomplish 
such inbound sales. CSARL would transfer title ("flash title”) to Caterpillar at no mark-up, 
enabling Caterpillar to close sales to U.S. dealers and cusloiners. 
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rhc net 11. S. tax effect ofthe restructuring on outbound PFRP profits, taking into account 
royalty and service agreement payments made by CSAKL to Caterpillar, vvas to convert some 
percentage, which varies year-by-ycar, of the profits front income subject to current U.S. income 
taxation (either because Caterpillar earned it or it was subpart F income to CSARL.) to CSARl.'s 
income subject to deferred Fi.S. taxation. 

Economic Substance Requirements 

I understand that some members of the Subcommittee staff may be ofthe view that 
continued storage of outbound RIRR in the United States (perhaps aggravated by the inventory 
warehousing features discussed above), combined with continued supplier engagement and 
inventory warehousing being conducted by Caterpillar personnel located in the United Stales, 
means that the restructuring did not accomplish a sufficient change in economic substance to be 
respected for U.S. income tax purpo.ses. The stalC s view may be premised on one or both of two 
related judicial doctrines: the doctrine that substance prevails over form; and the economic 
substance doctrine. I will address both doctrines as well as relevant bi.slorical policies behind 
present law', concluding that the re.structured onlbound PI Rl’ supply chain offends neither the 
ca.se law nor the relevant underly ing statutory purposes. 

Substance over Form and Economic Substance in (icneral 

fhe various doctrines employed by courts to police what is perceived as overly 
aggressive tax planning are .somewhat overlapping and draw common support from the bedrock 
notions that substance generally prevails over form where they conflict and, in addition, 
economically meaningless transactions devoid of business purpose other than tax avoidance are 
generally not respected." Given the potential breadth oflhese principles, however, it is important 
to remember that many routine Iran.sactions that may superllciaily seem suspect, such as issuing 
debt instead of equity in order to obtain an interest deduction or forming a subsidiary to conduct 
activity instead of operating in branch form or acquiring a target company for stock in a tax-free 


" Sec (irc^ory r. i teiveriny, 29.t U.S. 46.s ( 19.45); Knelscli v. I 'nitecl Slates, .464 U.S. .461 (1 960); Frank Lean C’e i‘. 
Uimed S/ales. 4.45 U.S. 561 (1978). 
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reorganizalion instead ofpurchasing il for cash in a taxable transaction, are unqucstionahl} 
above reproach in the vast majority ofsiluations.' 

Therefore, in order to put Caterpillar's restructuring in proper perspective, in the 
following pages I begin with indisputable economic substance principles established by the 
courts and Congress, then describe cases countenancing legitimate inlcrnational tax planning, 
and. finally, catalog some of the transactions that courts of late have unabashedly struck dow n as 
objectionable under cither the substance-over form doctrine, which holds that economic 
substance trumps inconsistent formalism, or the economic substance doctrine, w hicli holds that a 
taxpayer must have a nontax business purpose for entering into a transaction (the "subjective" 
factor) and/or the transaction must exhibit economic effects other than tax savings (the 
"objective" factor). ’ 1 provide only enough detail to show the contrast between trafisactions 
condemned by courts and Caterpillar's restructuring. 

Inciispiitahle JiHiicial Principle Respect itve. Separateness of( 'orporalion and Shareholder 

Seventy years ago. in Moline Properties!' the Supreme (’ourl. rejecting the taxpayer's 
argument that his wholly owned corporation was tnerely his alter ego, established that a 
corporation cannot be ignored ifil engages in even minimal economic activity. The corporation 
in that case owned real property formerly owned by the shareholder and transferred to the 
corporation at the insistence of creditors. I he c<»rporation sold the properly at a gain, which the 
taxpayer unsuccessfully argued was la.xable to him. not the corporation. 

From that point on. courts refu.sed to ignore the separate existence of a corporation, even 
though lax-moiivaLcd. unless it was a sham, engaged in no economic activity, or represented 
itself to be merely an agent. For example, in the Siegel case, cited w ilh approval by the .loini 


’ See. e.g., Knifi l-oods ('o. v. ( 'omm r.. 2.^2 r‘.2d 1 18 (2d Cir. I9.S6): Joint (’onim. on T'ax'n. Technical 
ExpUmation oj ihc Revenue Provisions of the "Reconciliation Act of 20111. " as Jmcndcci. in Combination with the 
''Patient Proieclion and . {(fordable Care . ict. " .ICX-1 8-!0 (Mar. 2 1. 20 10). at i 52 - 52 . 

The recently coditled economic substance doctrine, enacted in 2010. requires a taxpayer to show both a meaningful 
change in its economic position a,s a result ofthe transaction in question and a non-tax business purpose for il. i.R.C, 
§ 770 1 (o). Pre-codificalion doctrine, depending on the circuit in which the case arose, sonieliines required taxpayers 
to make both showings, sometimes only one. and .sometimes fu.sed the two prongs into one. See David P. Hariton. 
/t7?c77 and How Should the Economic Substance Doctrine lie Applied?. 60 'fax I... Rev. 29 (2006). Martin J. 
McMahon. Living n ith the ('oJified Economic Substance Doctrine. 128 Tax Notes 721 (2010); .K'X- i 8-1 0. supra 
note .k at 153-54. 

3 foline Properties, Inc. v. ( 'omm 'r. 2 1 9 t l.S. 420 ( 1 942 ). 
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Committee on Taxation as beyond attack under the eeonomic substance doctrine/' the Tax Court 
rejected the government's argument that the taxpayer's wholly owned Panamanian corporation, 
which entered into a farming Joint venture in Ciiuba, where the taxpayer operated as a food 
broker, should be ignored for lack of economic substance simply because the arrangement 
deferred U.,S, tax. provided the taxpayer had some non-tax reason for using the corporate form 
(c.w. insulation froin liability to creditors, protection of licen.scs and reputation).' Another oft- 
cited example is Northern Imlitimi I’uhlic Service Company!^ where the Court of Appeals refused 
to ignore the separate existence of a ll.S. parent corporation's Netherlands-Antiiles subsidiary, 
which had borrowed funds in the Eurobond market and on-loancd them at a slightly greater rate 
of interest to the parent company. The subsidiary's retention of the interest rate .spread and the 
need to employ such a structure in order to reduce borrow ing costs (by not hat ing to pay 
increased interest to cover the U..S. withholding tax that would have been due bad the parent 
borrow ed directly from the Turobitnd market) was enough business Justification to feird off an 
economic substance challenge. 


Legixialive History 


Congress has been equally respectful of the separalencs.s ofeorporation and shareholder. 
When SLibpart T was enacted in 1 962. with the approach that only certain types of income 
("subpart F income") earned by a controlled foreign corporation would be currently taxable to its 
IJ.S. shareholders, it w'as obvious that other kinds of income could not also be rendered currently 
taxable through the expedient of simply ignoring the separate existence of the controlled foreign 
eoiporation on subslance-over-fonn or related grounds. Legislative history of the codification of 
the economic substance doctrine in 2010 restates this reality unambiguously: 

"The provision i.s not intended to alter the lax treatment of certain basic business 
transactions that, under long.standing Judicial and administrative practice are 
respected, merely because the choice between meaningful economic alternatives 
is largely or entirely based on comparative lax advantages. Among these basic 
transactions are ... a li.S. person's choice betw'een utilizing a foreign corporation 
or a domestic corporation to make a foreign investment . . . and . . . the choice to 


See JCX- 1 8- 10. supra note .L al I St. 

' Siegel Comm 45 T.C. .566 ( 1066). 

'' Northern Indiana Pubiie Service (hr r Comm'r, 1 15 F..')d 506 (7th Cir. 1997). 
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utilize a relatcd'party entity in a transaction, provided that the arm's length 
standard ol'section 482 and other applicable concepts arc satislled."' 

Also noteworthy is Congress's decision not to trigger taxation under subpait 1' merely 

because a controlled foreign corporation holds goods in the United Slates that are destined for 

export.’*’ fhis exception to the dellnition of "'United Slates property" in Section 9.56. which 

dates back to the initial enactment in (962. was justified by Congress as follow s: 

"Cencrally. earnings brought back to the United Stales are taxed to the 
shareholders on the grounds that this is substantially the equivalent of a dividend 
being paid to them. 1 he exceptions .... however, are believed to be normal 
commercial tran.saclions without intention to permit the funds to remain in the 
United States indefinitely . . 

Taxpayer Victories in Inlenialional Tax Planning Cases 

Consistent w ith the foregoing principlc,s. la.xpaycrs have prevailed in cases exhibiting 
considerable international lax planning. 

Relocation of Busi ness Offs hore 

fhe most germane ofthc.so ca.ses involved United Parcel Service's transfer of its package 
insurance business to a foreign affiliate. l.d'S. w hich had previously conducted the business 
itself, moved the business (and resulting prollt) to its Bermuda sister corporation (which it had 
formed and spun off to shareholders) by engaging an independent insurance company to accept 
the insurance risk, in exchange for premiums eolleelcd by UPS from customers, followed by a 
reinsurance agreement between the insurer and the Bermuda sister that passed the premiums and 
risk on to the Bermuda sister (less a fee for the insurer), fhe government challenged the 
arrangement on economic .suh.slancc grounds, complaining that nothing in substance had changed 
(UPS continued to administer cti.stonier claims) except that UPS's profits w'ere now' earned by 
the Bermuda sister, rhe court disagreed, finding that fhe restructuring of an existing, bona fide 
business with involvement of an independenl third-party insurer satisfied the economic substance 
doctrine, notwillislanding the lax avoidance motive.’' 


'* .ICX- 18-10, sii/ji-a note 2, at I .sg-.S."). 

See I.R.C. § 9.S6(cK2)(U). 

” Sen. Rep, No. 1881, 87th Cong.. 2d Sess.. at 794. 

Vmlal Parcel Service of Amerieu. ine r. f'owm V, 254 F.3d 1014 ( 1 1th Cir. 2001). 
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Of all the eases mentioned in this report, (he one closest to the Caterpillar restructuring is 
UPS. Like the Caterpillar restructuring, it involved dealings between the taxpayer and 
independent parties (the insurer in (//'.Vand unrelated suppliers and customers in this case), and 
it was a reslrueturing of an exi.sting. mature busines.s, as opposed to a one-time adventure into 
unfamiliar terrain motivated exclusively by a desire to generate tax benellts in order to shelter 
tax on unrelated income. 

H ybrid Financinn Arranitem ents 

T wo recent cases illustrate the degree of international planning permitted under the 
SLibstance-vcrsus-form doctrine, each involving cross-border lax arbitrage (inconsistent 
classification by two countries of cither an entity ora financial instrument, resulting to some 
degree in income being taxed in neither country). In the first, a formal debt instnimenl issued by 
a domestic reverse hybrid entity (a corporation for IJ.S. lax purposes), w hich, if respected, would 
have resulted in a U.S. interest deduction but little or no taxation in the U.K. due to the issuer's 
status as a partnership I'or U.K. purposes. w;is indeed respected as debt, contrary to the 
government's argument.' ' In the second, a hybrid instrument issued by a Dutch subsidiary to its 
U.S. parent was treated as equity for U.S. purposes, notwithstanding that it was treated as debt 
for Dutch purjxtses. resuiling in an interest deduction in the Netherlands but asymmetrical tax 
treatment in the United Slates (e .g.. rcTiirn of slock basis or dividend sheltered by foreign tax 
credits).'*’ 

Government Victories in Economic Snhstonce and Siihslance-Over-E’orm Ca.ses 

In contrast to instances of lax planning sanctioned by the courts and Congress, 
transactions too heavily freighted wdlh tax-avoidance have been stuck down. These cases 
demonstrate that, wherever the line drawn hy the siibstance-over-form and economic substance 
doctrines may be. the Caterpillar rcvslructuring falls easily on the safe side. 

SILO /LI 1.0 Tra nsactio ns 

Sale-in-lcase-out {".SILO) and lease-in-lease-out (“LILO") transactions typically involve 
a lease (head lea.se) of a public or quasi-public facility (e.g.. a municipal railroad or sewage 
system or hydroelectric plant) by a U.S. taxpayer from a tax-indifferent user (e.g,, a foreign or 

' ' ;V. i General l^aiiner.ship v f 'nmm 'r. T.C. Memo. 2012-172. 

PepsiCo Plierlo Rico r. Comm 'r. T.C. Memo. 2012-260. 
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li.S. municipality) that historically operated the facilily. followed by a lease of the facility back 
(sublease) to the user for continued operation, but for a lenn shorter than the head lease. Upon 
expiration of the sublease, the user is generally eeonomically compelled, though not I'or absolute 
certain, to exereise an option to reacquire the facility from the taxpayer. 1 he taxpas er has no 
business interest or acumen in the facility and plays no role in its operation. Rent on the head 
lea.se is prepaid, funded appro.ximately one (iftli by the ta.xpayer's equity and four fifths by 
nonrecourse Ihiancing taken out by the taxpayer. .Aside from a fee retained by tlie user to enter 
into the transaction, the prepaid rent is set aside in speeial-purpose ("defeasance") accounts 
dedicated, via rental payments on the sublease, to servicing the taxpayer's nonrecourse nnancing 
and to fund the repurchase option, meaning that the taxpayer's equity (net of the user's fee) is 
returned, the loan is repaid, and ownership of the facilily reverts to ilie user. Because rent on the 
head lease is prepaid, giving rise (prior lo certain changes in the C'odc) to an immediate 
deduction for rent (I.ILO) or a depreciation stream (SII O). there is a timing advantage due lo the 
relatively deferred inclusions of rental income (net of interest deductions on the loan) from the 
.sublease. As an economic matter, the lax benent from this deferral is offset by the user's fee and 
transaction expcnse.s. 

Courts have con.si.stently denied the tax bcncnis of SH.Os and LILOs on substanee-over- 
form grounds, more particularly that ihc laxpay er did not acquire the economic benefits and 
burdens of ownership, and in some cases for lack of economic substance as well.'’ 

The cha.sm .separating Caterpillar's restructuring from SII.,0/1.11,0 tran.sactions is 
obvious. Outbound PFRP is central lo Caterpillar's busine.ss. there w as no u.se of an indifferent 
llnancier to accommodate the reslrueturing. and the restructuring made permanent economic 
changes in the relationships among Caterpillar affiliates. 

Foreian T ax C redit (ien era lors 

"Foreign lax generators" come in many varieties and can be exceedingly eornplicated."’ 
.Although there arc variations, mosl generators are duplicate-benefit llnancing transactions in 


BBiS: 7 ( 'orp. V. l.'niicJ Siciic.s. 523 l-.3d 461 (4lh Cir. 2008); Atiria (jnmp. hic. I 'niled Stales. 658 F-3d 276 {2d 
Cir, 201 1 ); If 'cl/s hurpo A' Co. v. / nited Slates. 64 j F.3(l 1319 (Fed. Cir. 201 1 ); ( 'onsol. Fxiisoii Co. of S. hic. df 
Subs, r, Cnited Stales. 703 F-3d 1367 {F'cd. ('ir, 2013); Ali'il /.easing Irust r, (Inilcd Stales. 592 F. Supp.2d 953 
{N.D. Ohio 2008); John Hancock Life Insurance ('o. (USA) v. Comm'/\ 14! T.C. No. ! {Aug. 5. 2013). 

Yaron Z. Reich. Intcrnalional Arbitrage Iran.Kactions Involving Creditable Taxes. 85 Taxe.s 53 {2007); Gregory 
•May, (k'tCmg RcaJislic About Intcrnalional lux Arbitrage. 85 Ta.xes 37 (2007). 
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which a U.S. corporation, usually a financial institution (acting either as borrovver or lender), 
holds a security issued by a foreign special purpose entity {“SPV") through which the loan 
proceeds pass and whieh incurs foreign ta.\ on profits from inveslinent ol'the loan proceeds 
(usually a loan to an affiliate of the SPV). Securities issued by the SPV arc also owned by a 
foreign counterparty to the deal. and. with the help of inconsistent classification or ownership of 
the securities by the United States and the foreign counterparty's home country, the tax incurred 
by the SPV is elTeclivcIy reversed (v\here the counterparty is the borrower) or is a substitute for 
tax that the counterparty would have incurred in a straightforward loan (where it is the lender), 
riiat being the case, the counterparty is w illing to bear, through the pricing of the securities and 
various associated deals (c.g.. interest rate and currency swaps), most oflhc economic burden of 
the tax incurred hy the SPV. 1 he U.S. corporation obtains a credit for avoidable tax 
economically borne by the eounlerparly. In the.se transactions, it can be demonstrated, by 
comparison to a straightforward loan, how the U.S. corporation and foreign counlerparty (and 
usually the counterparty's home country) all benefit at the expense of the U.S. treasury. In 
result, foreign lax generators are open to attack as a lax shelter in the sense that Iw'O parties trade 
disparate lax position.s for Iheir mnlual aficr-lax benefit at the expense of the fisc with virtually 
no risk. 

Regulations invalidating credits for taxes incurred in generator transactions were issued 
in temporary form in 2008 and finalized in 20 1 1 flic government elialienged deals pre-dating 
the regulations in court on several grounds, including subslance-ovor-form and economic 
substance. Several cases have been decided, all but one in favor of the goveminent. mostly on 
economic substance grounds.”* 

Similar to the comparison with SILO/LII.O transactions, the differences between 
generator transactions and the Caterpillar restrucluring are stark. Nothing in the restructuring 
smacks of a fhS. taxpayer contracting with a lax-indilTerent foreign counlerparty to their mutual 

'' T.D. 9416, 2008-2 C.B. I 142: l’rca.s. Rci;. § l.90l-2(e)(5)(iv). 

*** Prilived /, Lid' V. I nik’d Slated. 8 16 f. Supp. 2d 69.1 (S.D. Iowa 201 i ) (economic substance and pailiiership 
anti-abuse grounds): ! hkeielkPackurd ('o. r, Comm'r. 10.1 T.t'.M. (CClt) 1716 (2012) (debt-equity grounds, finding 
that HP's investntenl in Duleb SPV wa-S debt, destroying its claim to indirect credits): Hank (g AVti' l ark Mellon 
Carp, e Comm r. 1 40 'T.C. No. 2 (20 1 1 ) (economic sub.stance grounds); Salem Idnaneial, Inc. v. I aided Slale.e. i 1 2 
bed. C'l. .141 (2011) (economic substance grotinds); .Unerican Im I (iroup. Inc. e. iaiiled Slale.s. 201.1- 1 USTC (| 
.S0.2.S.S (S.D. Ny 2011) (rejected taxpayer's motion for summaryUudgment on economic substance grounds). Bui 
see Sanlander Holding.^ (-.S’. I. Inc. r. ( hiled Slaic.e. 2011-2 USTC ^ 50.564 (D. Mass. 2011) (granting taxpayer's 
motion for .summatx judamenl on profit element of'cconomic substance). 

12 



151 


advantage to dcpri\c the United Stales ofrevenuc it would have earned in a straighll'orward 
substitute transaetion. 

Stru ctured P artnership Fiiiancinits 

Subjeet to the requirement that partnership allocations must have substantial economic 
elTect (Section 704(b)). partnerships ofTcr the potential for taxable partners to de-neet income to 
tax-indifferent partners and. conversely, for tax-indifferent partners to transfer lax benefits to 
taxable partners. In structured partnership financing transactions, as a general proposition, the 
accommodating partner earns a debt-like return on its contribution to the partnership witli vciy 
little economic risk or upside potential beyond a fixed return. The retnrn is somewhat above 
market where the accommodating partner is tax-indilTcrcnt and absorbs income defiected by the 
taxable partner ;ind somewhat below market where the accommodating partner is allocated a 
valuable lax henefit defiected by a lax-indifferent partner. 

I he first wave of these transactions invalidated hy the courts on economic substance 
grounds involved partnerships of U.S. and foreign parties (often banks) where the partnership 
purchased and sold securities with little economic gain or loss and employed peculiar basis 
recovery rules (under the in.stailincnl method of accounting) to allocate gain to lax-indifferent 
foreign partners followed hy an olTselling allocation of loss to taxable partners.''^ 

Next came a series oi' two lower court decisions in fiivor of (ieneral liloctric and two 
reversals by the Court of Appeals involving a partnership among (Hi and foreign banks."” CB 
contributed low-basis airplanes to the partnership, and allocations to the hanks of rental income 
from the planes and largely offsetting amounts of book depreciation had the effect of temporarily 
shifting gain inherent in the airplanes from ( Hi to the foreign banks. The two appellate 
deci.sion.s. sounding a blend of substance-over-form and economic substance criteria, rested on 
the finding that the lower court erred in rejecting the government's claim that the foreign hank.s 
were not hona fide equity partners. 

A recent ease in which a Dow Chemical Company affiliate formed a partnership with 
foreign hanks reveals a similar pattern."' Dow contributed low-basis patents and operating 

''' Sec, e.g,.,JUt//’a/7>7L'r.v/j//M-, ('onuv'r. I .S7 F..Sd 23 1 (.td t'ir. 1908). Severa! sub,scquent cases with .similar facts 
were also won b>' the eovernment. 

77/- VJ ///-/-:, Inc. v. Inih’d Stales. .742 t'.Stipp.2d 94 (12. Conn. 2004); n-v '</, 4.S0 F.Sd 220 (2d Cir. 
2006); 660 F.Supp.2d .767 (D. Conn. 2009); rev',/. 666 F..7d 836 (2d Cir. 2012). 

Chemlech liimtllv .Issoeiales. Ll\ r I .niled Slates. lOVi-] tl.S. I .C. 1:^0,204 ( VI. D. La. 2013). 
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facilities to the partnership and paid royalties and rents to the partnership in order to retain use ol' 
the assets. Dow deducted the royalty and rent payments, but partnership royalty income from the 
patents was disproportionately Jtllocatcd to the banks and partnership rental income from tlie 
facilities allocated to Dow was sheltered by a special partnership basis adjustment (under Section 
7.34(b)). Finding that the transaction had no puqtosc other than la.x avoidance, the court 
invalidated the arrangement on economic substance grounds and on the finding that the banks 
were not bona fide equity partners. Finally, a partnership between an arm of the Slate of New 
-Icrscy and Pitney Bowes, w here Pitney Bowes earned a low, relatively fixed relurii on its 
contribution to the partnership but was allocated virtually all ofthc partnership's historic 
rehabilitation credits, wtis invtilidatcd on the ground that Pitney Howes was not a bona fide 
equity partner."’ 

The gulf between the C aterpillar restructuring and the foregoing structured partnership 
financing arrangements resembles the dilTcrences noted above regarding SI1,0/LII.,F) 
transactions and foreign tax credit generators. Here too. the Caterpillar restructuring e.vhibils 
none ofthc fatal features condemned by the courts. 

Rcpiitriation Strateuies 

Strategics to repatriate earnings and profits from controlled foreign corporations without 
imposition of residual U.S. tax failed in two rccciil cases. In the first. Schering-Plough entered 
into an interest rate swap and sold the receivables leg of the swap to its foreign subsidiary in 
exchange for a lump sum payment, which would cIToctivcly be repaid U> the subsidiary as 
Schering-Plough made payments on the pay leg ofthc swap to its counterparty (a foreign bank), 
which in turn would make payments on the receivables leg to the foreign subsidiary. I lad the 
foreign subsidiary simply loaned funds to Schering-Plough, Schering-Plough would have been 
taxable under Section 956 (investments in U.S. properly by a controlled foreign corporation), 
which the structure was designed to avoid. The lower court treated the transaction a.s a loan by 
the subsidiary to Schering-Plough on .substancc-over-form grounds and also held that the 


" //ixtoric Boardwalk Hall. l.I.C v. Coimi r.Cm F.vd 425 {.3d Fir. 2012). rev g. 136 T.C. I (2011), cert, dem'eil. 
186l,.Rd.2d 192(2013). 
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transaction violated the economic suhslancc doctrine. I he Court of Appeals affiiTncd only on 
suhstance-ovcr-form grounds'.”’ 

In the second case, one controlled foreign corporation (A) transfeiTcd cash to an 
affiliated, newly formed controlled foreign corporation (/?) in exchange for stock of the 
transferee (8). and the transferee (B) then transferred the cash and its own slock to a newly 
formed l i.S. sister corporation (C) in exchange for the sister's stock. The sister (( ’) then loaned 
the funds to the li.S. parent eompany (D). fhe taxpayer took the position, based on a revenue 
ruling, that B's basis in the C stock was zero and. therefore. B had not made a taxable investment 
in U.S. property under .Section 956. flic court, employing subslanee-twer-form criteria, 
concluded that transferring the cash from .( to /) through B and had no business purpose and, 
consequently, eharaclcrized the series of Inuisactions as a dividend from A to D."'^ 

These attempts at tax-free repatriations were recharacterized because, as the courts 
assessed the transactions, they employ ed complicated arrangements to aeconipli,sh through a 
multitude of steps the simple (and taxable) act of paying dividends to the U.S. parent companies. 
There is no such use of numerous transactions in suhslitulion of a simpler, single transaction in 
the Caterpillar restructuring, indeed, the restructuring simplified Caterpillar's business by 
removing a redundant middleman. 

Application of Principles to ('atcrpiUar Rcsiniciiirinp, 

Legislative history of the codification of the economic substance doctrine makes clear 
that the decision to remove Caterpillar from the outbound I'l'RP supply chain did not violate the 
economic substance doctrine. And case law interpreting the .substanee-over-form and economic 
siihstance doctrines reveals that they are primarily reserved for highly engineered transactions, 
frequently unrelated to the taxpayer's core business ;ind involving tax-indifferent parties with no 
stake in the outcome other than a fixed return, that Congress would not have countenanced as 
consistent with the purpose of the statutes it enacted in other words, transactions that most 
impartial tax professionals would concede are tax shelters. 


Scherinjf-Plon'^h Corp. v. I'niied Staies.b^X F.Supp. 219 (D. NJ. 2009), t/Z/V mnn_, .\ferck<^ Co.. !nc. v. 
(oiiled Slates. 652 F.2d 475 (3d C'ir. 20 ! i ). 

Barnes (/roup. Inc. v. Comm'r. T.C. Memo 2013-109. 
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Caterpillar’s restructuring is of an entirely different realm -a sensible business decision 

to remove a redundant middleman between supplier and customer, fully within the text and spirit 
of subpart F, notwithstanding that it deferred some U.S. tax. The inventory accommodation and 
flash title features of Caterpillar’s inventory control sy.stem arc pragmatic business solutions to 
normal business problems and do not approach what would raise a problem under the case law 
digested above. 

In my professional judgment, it is extremely unlikely that a court, adjudicating with 
fidelity to the law presented in this report wmuid find that the restructuring or the countless 
ensui ng outbound PFRP transactions offend the doctrines of substance over form or economic 
substance. 


Respectfully submitted. 



,lohn P. Steincs. ,Ir. 
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CATERPILLAR’S OLFSHORE TAX STRATEGY 


I. EXECUTIVE SUMMARY 

For the last decade, the Permanent Subcommittee on Investigations 
of the U.S. Senate Homeland Securit)-- and Government Affairs 
Committee has examined how U.S. multinational corporations have 
exploited and, at times, abused or violated U.S. tax statutes, regulations, 
and accounting rules to shift profits and valuable assets offshore to avoid 
U.S. taxes. The Subcommittee’s ongoing investigation has resulted in a 
series of hearings and reports.' Two recent hearings presented case 
studies of how some U.S. multinational corporations have employed 
complex transactions and licensing agreements with offshore affiliates to 
exploit tax loopholes, shift taxable income away from the United States 
to tax haven jurisdictions, and indefinitely defer paying their U.S. taxes, 
even when using some of that offshore income to run their U.S. 
operations. 

This investigation offers another detailed case study of a U.S. 
multinational shifting taxable profits to a foreign affiliate in a tax haven 
to defer or avoid paying U.S. taxes. While the earlier investigations 
focused on corporations in the high tech field, this inquiry focuses on a 
manufacturing company with a substantial U.S. presence. It shows how 
an ieonic American corporation. Caterpillar Inc. (Caterpillar), a U.S. 
manufacturer of construction equipment, power generators, and 
sophisticated engines, paid millions of dollars for a tax strategy that 
shifted billions of dollars in profits away from the United States and into 
Switzerland, where Caterpillar had negotiated an effective corporate tax 
rate of 4% to 6%. 

Where Caterpillar once reported on its U.S, tax returns the vast 
majority of its worldwide profits from the sale of Caterpillar-branded 
replacement parts to non-U. S. customers - parts that were manufactured 
by third party suppliers located primarily in the United States - after the 
adoption of a Swiss tax strategy in 1999, it reported 15% or less of those 
profits in the United States and shifted 85% or more of the profits to 
Switzerland. Caterpillar accomplished that profit shift without making 


^ See, e.g., U.S. Senate Pernianeni Subcommittee on Investigations, “Fishtail, Bacchus, 

Sundance, and Slapsliot; Four Enron Transactions Funded and Facilitated by U.S. Financial 
[nstitutions." S.Prt. 107-82 (.Ian. 2. 2003): '"U.S. Tax Shelter Industry: The Role of Accountants. 
Lawyers, and llnancial Professionals^ S.Flrg. 108-473 (Nov. 18 and 20. 2003): 'Tax Haven 
Abuses: The Enablers. The Tools and Secrecy," S.Hrg 109-797 (Aug. 1. 2006); "Repatriating 
Offshore Funds; 2004 Tax Windfall for Select Multinationals, " S.Prt. 1 12-27 (Oct. 1 1, 2011); 
"Offshore Profit Shifting and the U.S. Tax Code - Part 1 (Microsoft and Hewlett-Packard)." 
S.Hrg. 1 12-781 (Sept. 20. 2012): "Offshore Profit Shitting and the U.S. Tax Code - Part 2 (Apple 
Inc.)A S.Hrg, 113-90 (May 13,2013). 
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any real changes in its business operations. It continued to manage and 
lead the parts business from the United States. 

Caterpillar also executed that profit shift despite the fact that its 
U.S. operations continued to play a far larger role in the parts sold to 
non-U. S. customers than its Swiss operations. The company’s U.S. 
presence as a whole is far larger than its Swiss presence. Caterpillar’s 
worldwide headquarters has long been in Peoria, Illinois, and all of its 
most senior executives are located there. Of its 1 18,500 employees 
worldwide, about 52,000, or nearly half, work in the United States, 
while only 400 employees, less than one-half of one percent, work in 
Switzerland. Of its 125 manufacturing facilities worldwide, 54 are in 
the United States, while none are located in Switzerland. In 2012, of the 
S2 billion Caterpillar spent on research and development, 80% was spent 
in the United States, while less than 10% was spent in Switzerland. 

The same contrast applies to Caterpillar’s parts business. Of the 
nearly 8,300 Caterpillar employees specializing in parts, about 4,900 
work in the United States, including almost all of the senior parts 
executives. Switzerland has about 65 employees working on parts, with 
one division head managing parts distribution in Europe and one 
worldwide parts manager who reports to a division head in the United 
States. Of the Caterpillar replacement parts manufactured by third 
parties for sale outside of the United States, nearly 70% are 
manufactured in and shipped from the United States; none are 
manufaetured in or shipped from Switzerland. Of the company’s 19 
parts warehouses and distribution facilities worldwide, 10 are located in 
the United States storing 1.5 billion parts, including its largest 
distribution center in Morton, Illinois; no warehouses are located in 
Switzerland. Caterpillar’s parts inventory is also managed and operated 
primarily from the United States using U.S. -run worldwide parts 
tracking, forecasting, and delivery systems that have no counterparts in 
Switzerland. In 2012, Caterpillar Board minutes described its parts 
distribution business as “U.S. centric.” 

Despite the fact that its parts business is managed and led primarily 
from the United States, Caterpillar used a series of complex transactions 
to designate a new Swiss affiliate called CSARL as its “global parts 
purchaser,” and license CSARL to sell Caterpillar third party 
manufactured parts to Caterpillar’s non-U. S. dealers. Caterpillar also 
signed a servicing agreement with CSARL in which it agreed to keep 
performing the core functions supporting the non-U. S. parts sales, 
including overseeing the U.S. parts supplier network, forecasting parts 
demand, managing the company’s worldwide parts inventory, storing 
the parts, and shipping them from the United States. Caterpillar agreed 
to perform those functions in exchange for a service fee equal to its costs 



166 


3 

plus 5%. As a result of those licensing and servicing agreements, over 
the next thirteen years from 2000 to 2012, Caterpillar shifted to CSARL 
in Switzerland taxable income from its non-U. S. parts sales totaling 
more than $8 billion, and deferred or avoided paying U.S, taxes totaling 
about $2,4 billion. 

Within the company itself, tw'o professionals in the tax department 
warned that the Swiss tax strategy lacked economic substance and had 
no business purpose other than tax avoidance, raising their concerns to 
officers at the highest levels of the company through an anonymous 
letter in 2004, and a series of emails and memoranda by the company’s 
Global Tax Strategy Manager beginning in 2007. In 2008, the Global 
Tax Strategy Manager wrote to the head of the Caterpillar tax 
department: “With all due respect, the business substance issue related 
to the CSARL Parts Distribution is the pink elephant issue worth a 
Billion dollars on the balance sheet.” By 2010, Caterpillar’s finance 
department calculated that, as a result of the Swiss tax strategy, the 
company’s “Effective Tax Rate ha[d] dropped to lowest in the Dow 30.” 

Caterpillar paid over $55 million to PricewaterhouseCoopers 
(PWC), one of the largest accounting firms in the w'orid and 
Caterpillar’s longtime auditor, to develop and implement the Swiss tax 
strategy, which was designed explicitly to reduce the company’s taxes. 

In the 1999 planning documents, under a benefits analysis, PWC wrote 
that the CSARL transaction “will migrate profits from CAT Inc. to low'- 
tax marketing companies.” PWC added that, by doing so: “We are 
effectively more than doubling the profit on parts.” In 2010, 
Caterpillar’s tax department touted the company’s lower tax rate, 
explaining company operations had been structured so that: “Losses in 
high-tax rate countries, Profits in low.” By simultaneously acting as 
both auditor and tax consultant for the company, PWC audited and 
approved the very tax strategy sold by the firm to Caterpillar, raising 
significant conflict of interest concerns. 

A. Subcommittee Investigation 

The Caterpillar case study came to the Subcommittee’s attention 
after a civil lawsuit was filed by a former Caterpillar employee who had 
served as Caterpillar’s “Global Tax Strategy Manager,” a position 
created specifically for him by the Chief Financial Officer.' The lawsuit 
alleged that Caterpillar had sold and shipped replacement parts for its 
machines from a warehouse in Illinois, while improperly attributing 
billions of dollars of profits from those sales to a related Swiss affiliate. 
According to the lawsuit, around 1999, Caterpillar designated a Swiss 
affiliate known as Caterpillar SARL (CSARL) as the company’s “global 


Schlick-sup V. Caterpillar Inc. . Case No. 09-1208 (C.D. Illinois, Peoria Division 2009). 
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purchaser” of third party manufactured replacement parts instead of 
Caterpillar Inc., the U.S. parent corporation, and then began attributing 
profits from the non-U. S. parts sales to Switzerland instead of the United 
States, substantially lowering its tax bill. 

According to the law'suit, when Caterpillar designated CSARL as 
the company’s global parts purchaser, it made no changes in its business 
operations to justify shifting the parts profits to Switzerland, but retained 
management and control of the replacement parts business in the United 
States. The lawsuit further alleged that the CSARL transaction was 
improper, because it had no legitimate business purpose, but was done 
solely for tax reasons. The law'suit also alleged that Caterpillar 
executives w'ere well aware of the tax risks associated with aspects of 
the CSARL transaction, noting that senior tax officials had rated the risk 
as “high.” In 2012, the lawsuit was settled out of court, for an 
undisclosed sum. 

As part of its investigation, the Subcommittee reviewed numerous 
corporate documents filed and depositions taken in connection with the 
lawsuit. In addition, the Subcommittee collected and reviewed over 
150,000 pages of documents from Caterpillar and its auditor 
PricewaterhouseCoopers, obtained additional detailed information from 
Caterpillar through a questionnaire and other information requests, and 
reviewed publicly available information, including the company’s U.S. 
Securities and Exchange Commission (SEC) filings. The Subcommittee 
also conducted 15 interviews of current and former Caterpillar 
executives and managers, as well as PWC partners, including two PWC 
tax consultants who helped design the Swiss tax strategy and the PWC 
tax partner who reviewed Caterpillar’s tax status, 'fhe Subcommittee 
also spoke with academic tax experts and reviewed materials related to 
offshore profit shifting and transfer pricing issues. Both Caterpillar and 
PWC cooperated with Subcommittee requests for information. 

B. Investigation Overview 

Like other multinational corporations examined by the 
Subcommittee, Caterpillar is an American success story. Launched 
almost 90 years ago. Caterpillar is a quintessential American company 
with its worldwide headquarters in Peoria, Illinois, over 52,000 U.S. 
employees, and facilities located across the countiw. The company is a 
world leader in the manufacture of industrial equipment and engines, has 
significant sales in the United States, and is also one of the United 
States’ largest exporters. The Caterpillar case study focuses on how this 
U.S. industrial manufacturer used tax planning techniques to direct 
billions of dollars in profits to a related affiliate in a tax haven. 
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The Subcommittee’s investigation shows how Caterpillar paid over 
$55 million to PWC to develop and implement a tax strategy designed to 
lower its taxes by sending more profits from its parts business to 
Switzerland, where the company had negotiated an effective tax rate 
between 4% and 6%. As part of that tax strategy. Caterpillar replaced its 
leading Swiss affiliate with a new Swiss affiliate, CSARL, and then used 
a series of licensing transactions with CSARL to enable it to sell 
Caterpillar’s third party manufactured replacement parts to its non-U. S. 
dealers and customers without showing the parts profits as U.S. income. 
Caterpillar had previously purchased those parts directly, primarily from 
its U.S. third party suppliers, and sold the parts to its Swiss affiliate 
which, in turn, had sold the parts to Caterpillar’s non-U. S. dealers in 
Europe, Africa, and the Middle East. After the Swiss tax strategy was 
implemented, Caterpillar was removed from the legal title chain for the 
non-U. S. parts. Instead, its U.S. third party suppliers typically sold 
Caterpillar brand parts directly to CSARL which then sold them either to 
Caterpillar or Caterpillar’s non-U. S. dealers. 

The removal of Caterpillar from the legal title chain did not, 
however, otherwise change how Caterpillar’s replacement parts business 
functioned on the ground. Caterpillar retained the central role in 
managing its parts supply chain, and its replacement parts business 
continued to function as a U.S. -centric business that was led and 
managed primarily from the United States, with little operational 
assistance from Switzerland. Today, over 70% of the third party 
manufactured parts sold abroad arc manufactured in, stored in, and 
shipped from the United States. Most parts are designed and have their 
patents registered in the United States, and carry the Caterpillar brand. 
Caterpillar’s U.S. personnel continue to develop, support, and oversee its 
U.S. supplier netw’ork. They also forecast parts demand, monitor 
inventory levels, and store and ship parts abroad to meet customer orders 
and the company’s pledge to deliver replacement parts anywhere in the 
world within 24 hours. Caterpillar’s U.S. personnel also continue to 
develop, support, and oversee its worldwide dealer network and, in 
coordination with its marketing companies such as CSARL, help those 
dealers stock and sell parts to Caterpillar customers. The documents 
associated with CSARL’s licensing transactions show that they were not 
designed to change those operational details or to achieve any business 
advantage other than lowering Caterpillar’s effective tax rate. 

For a transfer between related parties of valuable assets, such as 
licensing rights, to be valid under the tax code, the transfer must meet an 
arm’s-length standard, including compensating the transferring party as 
though the transfer w-ere a sale to an unrelated third party. In this case, 
Caterpillar received royalty payments that resulted in its receiving only 
1 5% or less of the profits from the sale of those replaeement parts, w'hile 
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85% or more of the profits went to CSARL in Switzerland. Prior to the 
CSARL transaction, those percentages were essentially reversed, with 
Caterpillar receiving 85% or more of the non-U. S. parts profits. 

Caterpillar’s replacement parts business was described internally 
as a “perpetual profit machine” analogous to an “annuity” that w'ould 
continue to generate profits for as long as Caterpillar machines were in 
operation, a time period that averages 20 years per machine. Caterpillar 
Inc., which created, designed, and developed its replacement parts 
business over a period of nearly 90 years, not only gave up its right to 
85% or more of the profits from its non-U. S. parts sales, it did so 
without receiving any compensation, such as a super royalty or lump 
sum payment, for turning over to CSARL the replacement parts business 
it had spent decades building and for foregoing future profits. 

At the same time it gave aw-ay the vast majority of its profits from 
the non-U. S. parts sales and declined to seek compensation from 
CSARL for turning over that business. Caterpillar Inc. continued to 
perform the core business functions in exchange for a service fee equal 
to its costs plus 5%. Caterpillar Inc. also continued to bear the ultimate 
economic risks associated with the non-U. S. parts business because, 
even though CSARL took paper owmership of the parts inventory, 
CSARL’s financial results were consolidated w'ith those of the U.S. 
parent, which meant Caterpillar Inc. would be responsible for any 
CSARL losses. It is difficult to understand how these arrangements, 
when viewed in their totality, meet the arm’s-length standard. 

The purpose of the Subcommittee’s investigation and this Report is 
to describe Caterpillar’s offshore tax strategy and its relation to the 
company’s non-U. S. parts business, compare the resulting U.S.- 
Switzeiiand profit split to the business functions performed in each 
country, and examine the policy implications of its transfer pricing 
arrangements. The investigation also examines the role and policy 
implications of PrieewaterhouseCoopers’ acting as both Caterpillar’s 
auditor and tax consultant. In addition, the Report offers 
recommendations to close some of the offshore tax loopholes and 
address some of the transfer pricing weaknesses that enable some U.S. 
multinational corporations to defer or avoid paying substantial U.S. 
taxes. 


C. Findings and Recommendations 

Findings. Based on the Subcommittee’s investigation, the Report 
makes the following findings of fact. 
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(1) Operating a U.S. Centric Business. Caterpillar’s 
third-party manufactured replacement parts business, 
which provides the company with its highest profit 
margins, is managed and led primarily from the United 
States. 

(2) Reversing IJ.S.-Swiss Allocation of Parts Profits. 

Caterpillar negotiated a 4% to 6% effective tax rate with 
Switzerland and, in 1999, executed a tax strategy in 
which the company stopped allocating 85% or more of 
its non-U. S. replacement parts profits to the United 
States and 1 5% or less to Switzerland, and instead 
allocated 1 5% or less of those profits to the United States 
and 85% or more to Switzerland. 

(3) Generating S2.4 Billion in Tax Benefits. After 
executing its Swiss tax strategy, over a 13-year period 
beginning in 2000, Caterpillar allocated more than S8 
billion in non-U. S. parts profits to its Swiss affiliate, 
eSARL. and has so far deferred paying $2.4 billion in 
U.S. taxes on those profits. 

(4) Using Contradictory Valuations. To justify sending 
85% of its non-U. S. parts profits to its Swiss affiliate, 
eSARL, Caterpillar asserted that CSARL’s development 
and support of its offshore dealer network was highly 
valuable, but when it later transferred to CSARL another 
marketing company performing the same functions, 
Caterpillar treated the value of those functions as 
negligible. 

(5) Employing a Tax-Motivated “Virtual Inventory.” 

To track CSARL-owned parts stored in Caterpillar’s U.S. 
warehouses, Caterpillar devised a “virtual inventory” 
system that used “virtual bins” of commingled CSARL 
and Caterpillar parts and only retroactively, after a sale, 
identified the specific parts belonging to CSARL. The 
virtual inventory system created a second set of 
inventory books for tax purposes and operated in 
addition to Caterpillar’s global inventory system which 
tracked parts for business purposes. 

(6) Creating a Potential Conflict of Interest. By acting 
as both Caterpillar’s independent auditor and tax 
consultant, PricewaterhouseCoopers (PWC) auditors 
audited and approved the veiy Swiss tax strategy sold by 
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PWC tax consultants to the company, creating an 
apparent, if not actual, conflict of interest. PWC was 
paid over $55 million for developing and implementing 
Caterpillar’s offshore tax strategy. 

Recommendations. Based upon the Subcommittee’s 
investigation, the Report makes the following recommendations. 

(1) Clarify IRS Enforcement. When reviewing 
multinational corporate transfer pricing transactions to 
evaluate their compliance with Section 482 of the tax 
code, the IRS should analyze, in accordance with 26 
U.S.C. 7701 (o), whether the transactions have economic 
substance apart from deferring or lowering a 
multinational’s U.S. taxes. The IRS should also clarify 
what types of transfer pricing transactions, if any, are not 
subject to an economic substance analysis. 

(2) Rationalize Profit Splitting. The IRS transfer pricing 
regulations should require the U.S. parent corporation to 
identify and value the functions of the related parties 
participating in a transfer pricing agreement and, in the 
agreement, identify, explain, and Justify the profit 
allocation according to which parties performed the 
functions that contributed to those profits. 

(3) Participate in OECD Multinational Corporate Tax 
Effort. The U.S. Treasury Department and IRS should 
actively participate in the ongoing OECD effort to 
develop better international principles for taxing 
multinational corporations, including by requiring 
multinationals to disclose their business operations and 
tax payments on a country-by-country basis, stop 
improper transfers of profits to tax havens, and stop 
avoiding taxation in the countries in which they have a 
substantial business presence. 

(4) Eliminate Auditing and Tax Consulting Conflicts 
of Interest. Congress and the Public Company 
Accounting Oversight Board (PCAOB) should prohibit 
public accounting firms from simultaneously providing 
auditing and tax consulting services to the same 
corporation, and prevent the conflicts of interest that 
arise when an accounting firm’s auditors are asked to 
audit the tax strategies designed and sold by the firm’s 
tax consultants. 
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II. BACKGROUND 

In a globalized world where some U.S. corporations conduct much 
of their business in multiple countries and draw revenues from overseas 
as well as from U.S. sales and services, it has become increasingly 
difficult to determine appropriate allocations of taxable income betw^een 
U.S. parents and their overseas subsidiaries. At the same time, while the 
percentage of tax revenues eolleeted from corporations has declined for 
years, the U.S, federal debt has continued to swell, now' surpassing $16 
trillion. The result is a greater burden on individual taxpayers and future 
generations. According to a report prepared for Congress: 

“At its post-WWII peak in 1952, the corporate tax generated 
32,1% of all federal tax revenue. In that same year the individual 
tax accounted for 42.2% of federal revenue, and the payroll tax 
accounted for 9.7% of revenue. Today, the corporate tax accounts 
for 8.9% of federal tax revenue, whereas the individual and payroll 
taxes generate 41 ,5% and 40.0%, respectively, of federal 
revenue.”'^ 

A 2013 analysis found that, during the late 1960s and early 1970s, large 
U.S. companies listed on the current Dow 30 index routinely cited U.S. 
federal tax expenses that were 25% to 50% of their w'orldwide profits. 

By 2013, how'ever, most were reporting less than half that percentage.'* 
Over that same period, the percentage of corporate profits earned 
overseas increased. 

The decline in corporate tax revenues is due in part to more 
corporate income being reported abroad in low-tax jurisdictions. A 
number of studies show that U.S. multinational corporations are moving 
income out of or away from the United States into low or no tax 
Jurisdictions, including tax havens such as Ireland, Bermuda, and the 
Cayman Islands.' 


■' i 2/8/20} 1 '‘Reasons for tlie Decline in the Corporate Tax Revenues," Congressional Research 
Service. Mark P. Keighllcy. at 1 . See also "Tax Havens and freasurc Hums," New York Times . 
Nancy Folbre. (April 4. 201 1). http://economix.blogs.nytimes.com/20] l/04/04/tax*]iavens-cind- 
Ireasure-hunts/. 

^ “Tax Burden for the Dow 30 Drops.” Washington Post . Darla Cameron & .lia Lynn Yang 
(3/26/2013), hltp;//ww\v.wavshinglonpost.com./bus}ness./economy/post-ana!}’sis-or-dow-30- firms- 
shows-decIining-taN-burdcn-as-a-share-or-profits./2013/03/26/3dfc5 ! 32-7b9a-l Ic2-82e8- 
61a46c2cde3d story. himl. 

' See, c.g., two licarings before the U.S. Senate Pcnnancnl Subcommittee on Investigations, 
“Offshore Profit Shifting and the U.S. Tax Code - Part 1 (Microsoft and Hewlett-Packard)," S. 
Hrg. 1 1 2-78 ! (9/20/20 1 2). and “Offshore Profit Shifting and the U.S. Tax Code - Part 2 (Apple 
Inc.)." S.Hrg. 113-90 (5/2!/20n). Sec also 3/8/201 1 “The Revenue fiffects of Multinational 
Firm income Shifiing.” Tax Notes . Kimberly A. Clausing (estimating that "income shifting of 
muilinationa! firms reduced U.S. government corporate tax revenue by about $90 billion in 2008. 
approximately 30% of corporate tax revenues”); 6/5/2010 “Tax 1 lavens; Internationa! Tax 
Avoidance and Evasion.” Congressional Research Scr\'ice, Jane Ciravclle, at 15 (citing multiple 
studies); 3/8./2010 ‘'Drug Company Profits Shift Out of the United States.” Tax Notes . Martin 
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One study showed that foreign profits of controlled foreign 
corporations (CFCs) of U.S. multinationals significantly outpaced the 
total GDP of some tax havens.^ For example, profits of CFCs in 
Bermuda were 645% and in the Cayman Islands were 546% as a 
percentage of GDP, respectively. In a recent research report, JPMorgan 
expressed the opinion that the transfer pricing of intellectual property 
“explains some of the phenomenon as to why the balances of foreign 
cash and foreign earnings at multinational companies continue to grow 
at such impressive rates.”' 

fhe erosion of the corporate tax base caused by the shifting of 
profits into tax havens is not just a U.S. tax problem. In .Tuly 2013, the 
Organisation for Economic Co-operation and Development (OECD), 
which eonsi.sts of 34 member countries with advanced economies 
including the United States, developed an action plan to assist 
governments with the growing challenge of multinational corporations 
engaging in base erosion and profit shifting to avoid paying tax where 
profits are earned.** The OECD noted that profits reported in tax havens 
or low-tax Jurisdictions were becoming increasingly disproportionate to 
the location of actual business activity, 'fhe action plan was endorsed by 
the G20 world leaders during the global G20 Summit in September 


Sullivan, at 1 163 (showing that nearly 80% ofphanriaceuticai company profits were offshore in 
2008. compared to about 33% ten years earlier, and concluding “aggressive transfer pricing 
practices a.s the likely explanation for the shift in profits outside the United States"); 2/27/2006 
"Governments and Multinational Corporations in the Race to the Bottom," 'fax Notes . Rosanne 
Altshuler and Harry Gruber; 9/13/2004 "Data Show Dramatic Shift of Profits to Tax Havens." 
Tax Notes . Martin A. Sullivan: "E.xponing Profits Imports U.S. Tax RedLiction.s for Pfizer. Ldlly, 
Oracle," Bloomberg, Jesse Druckcr.J 5/1 3/2010). hup:.//wwvv.bloomberg.com/news/20 10-05- 
13/cxporting-profit.s-iiTiports-u-s-tax-reductions-for-pnzer-lilly-oracle,html: "Google 2.4% Rate 
Show.s How .S60 Billion I .ost to Tax Loopholes." Bloomberg . Je.ssc Drucker. {10/21/2010), 
http:/./\sww,blooinberg.coni/news/2010-10-21./google-2-4-rate-shows-how-60-biliion-Li-s- 
revenue-lost-to-tax-loophoics.html: "Yahoo, Dell Swell Netherlands' SI 3 Trillion Tax Haven.’' 
Bloomberg, Jesse Drucker (1/23/2013). hUp:./'/www.b!oomberg.coin/ncws/20 13-01 -23/}'ahoo- 
dcil-swell-netherland.s-13-trillion-tax-liavcn.hlml: "IBM Uses Dutch Tax Haven to Boost I’rofits 
as Sales Slide." I31oomberg, Alex Barinka & Jesse Drucker (2./3/20I4). 
http;//www.bloomberg.com/news/20!4-02-03./ibm-uses-dutch-tax-haven-to-boost-profits-as- 
salcs-.slidc.html: and "G.L.'s Strategies Let It Avoid Taxes Altogether." New York Times . David 
Kocieniewski. (3/24/201 1 ). http;.//v\^vvv.nytimes.com/201 L/03/25/bu.siness/economy/ 

25tax.hlml?ref— biitnobodypaysthal&_r^0. 

See 6/5/2010 "Tax Hcn'en.s: International I’ax Avoidance and Lva.sion." Congres.sionai 
Research Service. Jane Gravelle. at 14. 

^ .5/1 6/2012 "Globa! Tax Rate Makers." .iPMorgan Chase, at 2 (based on research of SEC filings 
of over 1,000 reporting issuers). 

^ See "About BE-PS." on the OECD website. htlp://w\\vv.oecd.org/tax/beps-about.htm. BEPS 
stands tor "Base Erosion and Profit Shifting,*’ which was the subject of two OL/CD reports in 
2013. The OECD website explains that the BEPS project is intended to addres.s issues related to 
gaps in national laws that "can be exploited by companies who avoid taxation in their home 
countries by pushing activities abroad to low or no tax jurisdictions." Id, The OECD has issued 
an "Action Plan" to "develop a new set of standards to prevent double non-taxation" by 
corporation.s operating in multiple countries, and "a multilateral instrument to amend bilateral tax 
treaties'’ to quickly implement BEPS solutions. Id. See also 5/29/2013 "Declaration on Base 
Erosion and Profit Shifting." OECD, hUp:.v\\v\av.oecd.org/tax/C-MiN(2013)22-FINAL- 
ENG.pdf. 



175 


12 

2013; they stressed the importance to all developing and developed 
economies of combating multinational corporate tax avoidance.'^ 

A. Taxation and Deferral 

U.S. corporations are subject to a U.S. statutoiy tax rate of up to 
35% on their worldwide income, which is the highest statutoiy rate 
among OECD countries and among the highest in the world. However, 
the effective tax of U.S. corporations has been estimated at less than half 
that much, 13%, reduced through a variety of mechanisms, including tax 
provisions that permit multinational corporations to defer U.S. tax on 
active business earnings of their offshore subsidiaries until those 
earnings are brought back to the United States.'® The ability of a U.S. 
firm to earn foreign income through overseas subsidiaries without 
paying U.S. tax until the subsidiaries’ earnings are repatriated is known 
as “deferral.” 

Deferral has created incentives for U.S. firms to report earnings 
offshore by subsidiaries in low-tax or no-tax jurisdictions to defer or 
avoid U.S. taxes and increase their after tax profits." Many U.S. 
multinational corporations have become engaged in finding ways to shift 
large amounts of income in low-tax foreign jurisdictions, according to a 
2010 report by the .loint Committee on raxation.'‘ Current estimates 
indicate that U.S. multinationals have more than SI .7 trillion in 
undistributed foreign earnings and keep 50% to 60% of their cash 
overseas. '■* The large amounts of undi.stributed foreign earnings 
contribute to greatly-reduced corporate effective tax rates.''* 

B. Shifting Income to Offshore Subsidiaries 

A major method used by multinationals to shift profits from high- 
tax to low-tax jurisdictions, and then defer the resulting income from 
U.S. taxation, is through the tran.sfer of profitable business income, 
operations, or assets to offshore subsidiaries. 


9/6/2013 "020 Leaders' Declaration" after St. Petersburg Summit, at 12. htlp5://vvww.g20.org/ 
sites/default./riles.%20 resources/!il.'>ran'/Saint_Peicrsburg_Declaration_ENG.pdf. 

See. e.g,. 5/2013 "Corporate Income Tax; Effective Tax Rates Can Differ Significanlly from 
the Statutory Rate.'* Government Accountability Oflicc (finding that, in lax year 2010. profitable 
U.S. corporations that filed a Schedule M-3 had an effective U.S. federal income tax rate of 
about 13%). http://gao.gOv/products/GAO-13-520. 

’ ' See. e.g.. 12/2000 "The Deferral of Income Earned through U.S. Controlled Foreign 
Corporations," Office of Tax Policy. U.S. Department ofTreasur\\ at 12 {finding tax haven 
deferral was done for tax avoidance purposes). 

7/20/2010 "Present Law and Background Related to Possible Income Shifting and Transfer 
Pricing," .loint Committee on Taxation, (.ICX-37-10), at 7. See also studies cited in footnote 5. 

See. e.g., 5/16/2012 "Global Tax Rate Makers,” JP Morgan Chase, at !: 4/26/201 1 "Parking 
Earnings Overseas." Credit Suisse; U.S. Senate Permanent Subcommittee on Investigations, 
"Offshore Funds Located Onshore," 12/]4/201 1 Addendum to "Repatriating Offshore Fund.s: 
2004 Tax Windfall for Select Multinationals," S.Prl. 1 12-27 (Oct. 1 1. 2011 ). 

See 5/2013 "Corporate Income Tax: Effective Tax Rates Can Differ Significantly from the 
Statutory Rate," Government .Accountability Office. http://gao.gOv/product.s/GAO-l 3-520. 
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Transfers between different subsidiaries of a single multinational 
corporation ean happen for a variety of reasons. One part of the 
eompany may need to make use of an asset owned by a different portion 
of the eompany, for example. In order to account for the value 
transferred. Congress and the IRS set up a system of transfer pricing 
regulations to ensure that multinational corporations accurately assess 
the value of what is being transferred and do not use such transfers to 
avoid taxation. 

Because of the complexity of intangible asset transfers, companies 
can be tempted to use intangible asset transfers to circumvent transfer 
pricing regulations and lower their tax liability. One common tactic is 
for a U.S. parent to transfer the rights to intangible property to a related 
party in a low-tax jurisdiction in exchange for a royalty or other 
payment. Intangible property transfers can involve patents, brand 
names, marketing rights, the right to use certain business practices, or 
similar assets. If the royalty payment is lower than the true value of the 
license, income will effectively be shifted to the low-tax jurisdiction, 
where U.S. income tax payments can then be deferred or avoided. 
Principles addressing these transfers are codified under Section 482 and 
Section 367 of the Internal Revenue Code and largely build upon the 
requirement that the transfers must be conducted as if they w'ere arm's 
length dealings between unrelated parties.''”' 

IRS regulations provide various economic methods that can be 
used to test the arm’s length nature of transfers between related parties 
as well as evaluate any exchange of value or allocation of profits.'^’ In 
many cases, the U.S. parent will transfer intangible property to an 
offshore subsidiaiy in exchange for an upfront payment or ongoing 
revenue stream. For some types of intangible property, such as the right 
to use established business practices, comparable values may have been 
established in the market and can guide proper valuation of the trans fer. 
However, many intangibles relate to unique inventions or business 
assets, practices, or operations for which comparable transactions do not 
exist, making it very difficult to establish an arm’s length price. 

Transfers involving unique intangible property are therefore difficult for 
the IRS to evaluate and challenge. 

The .loint Committee on Taxation has stated that a “principal tax 
policy concern is that profits may be artificially inllated in low-tax 
countries and depressed in high-tax countries through aggressive transfer 
pricing that does not relleet an arms-length result from a related-party 


An “arm's length transaction'' i,s a transaction that is conducted as though the parties were 
unrelated, thus avoiding any semblance of conflict of interest. Darrun's Dictionary of Finance 
and Investment Terms (7^'’ ed. 2010). 

'See26CFRs^ 1.482^4. 
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transaction.”'^ A study by the Congressional Research Service raised 
the same issue: “In the case of U.S. multinationals, one study suggested 
that about half the difference between profitability in low'-tax and high- 
tax countries, which could arise from artificial income shifting, was due 
to transfers of intellectual property (or intangibles) and most of the rest 
through the allocation of debt.”'* A Treasury Department study found 
that the potential for improper income shifting was “most acute with 
respect to cost sharing arrangements involving intangible assets.”” 

The transfer pricing regulations permit taxpayers to use several 
methods to satisfy the arm’s-length standard, fhe valuation techniques 
can produce highly variable results, often because of the unique nature 
of the assets involved. I'his pricing variability is used by some 
multinationals to skew transfer pricing analyses in such a way as to 
increase reported income in low-tax jurisdictions. For example, if a 
technique provides a range of acceptable prices, the company may 
choose the lower end of the range for compensation to the U.S. parent 
coiporation or use other aggressive transfer pricing practices. The 
Economist has described these aggressive transfer pricing tax strategies 
as a “big stick in the corporate treasurer’s tax-avoidance armoury.”^' 
Edward Kleinbard, a professor at the University of Southern California 
and former chief of staff at the .loint Committee on Taxation, has 
described the valuation problems as “insurmountable.”*' 

There are several ways intangible property can be transferred to a 
foreign affiliate, and the method chosen frequently dictates whether the 
authority for determining the compensation received by the U.S. person 
in the transaction is under Section 482 or Section 367(d) of the tax code. 
Generally, a license or a sale of intangible property, or the provision of a 
service that uses intangible property, is subject to Section 482. 

However, an exchange of intangible property from one controlled 
foreign corporation to another is subject to Section 367(d).*" Section 
367(d) applies, for example, if the transfer of intangible property 


' ' 1120120 1 0 '■Pre.sent I ,;iw and Background Related to Possible income Shifting and Transfer 
Pricing.” Joint Committee on 'raxation, (JCX-37-10), al 5. 

6/5./2010 “l ax Havens; International Tax Avoidance and Rvasion." Congressional Research 
Service, Jane Gravellc. at 8 (citing 3/2003 “Inlangibie Income. Intercompan}’ I'ransactions. 
Income Shilling and the Choice ori.ocalions,'* National Fax Jour nal, \ oi. 56.2. i larrv Grubcrl. at 
221-42). 

7/20/2010 “Present L,aw and Background Related to Possible Income Shifting and Transfer 
Ih’icing,” Joint Committee on Taxation, (JCX-37-10). at 7 (citing November 2007 “Report to the 
Congress on Tamings Stripping, Transfer Pricing and U.S. Income 'fax Treaties." li.S. Treasury 
Department). 

2008 “An Introduction to Transfer Pricing."' New School Econom i c Review . >'oi. 3,1. Alfredo 
.1. Urquidi. at 28 (citing “Moving Pieces"). The Economist . (2/22./20()7). 

“IRS Forms 'SWAT TeanT for Tax Dodge Crackdown." Reuters . Patrick 'fempie-West. 
(3/20/2012), http://ww\v.rcuters.com./articlc/2012/03./20/us-usa-tax-irs-transfer- 
idUSBRE82J10W20120320 (quoting Edward Kleinbard). 

See 7/20.'''2010 “Present Law and Background Related to Possible Income Shifting and 
Transfer Pricing." Joint CommiUce on Taxation. (JCX-37-10), at 21. 
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involves an exchange of stock under Sections 35 1 and 36 1 . Where 
Section 367(d) applies, the transfer must include imputed income from 
annual payments over the useful life of the intangible as though the 
transferor had sold the intangible, a payment that is colloquially referred 
to as a “super royalty.”'^ The appropriate amounts of those imputed 
payments are determined under Section 482 and its regulations. 

The Subcommittee’s previous investigations, as well as 
government and academic studies, have shown that some U.S. 
multinationals use transfer pricing to move income associated with 
intangible property to CFCs in tax havens or low tax jurisdictions, while 
they continue to attribute expenses to their U.S. operations, further 
lowering their taxable income at home.*'' This ability to artificially shift 
income to a tax haven can provide multinationals with an unfair 
advantage over U.S. domestic corporations by providing the 
multinationals not only with lower taxes, but also a taxpayer subsidy for 
their onshore operations. 

C. Anti-Deferral Provisions and Subpart F 

As early as the 196()s, according to one international tax expert, 
“administration policymakers became concerned that U.S. 
multinationals were shifting their operations and excess earnings 
offshore in response to the tax incentive provided by deferral.” At that 
time, circumstances were somewhat similar to the situation in the United 
States today. “The country faced a large deficit and the Administration 
was worried that U.S. economic growth was slowing relative to other 
industrialized countries.”’*’ To help reduce the deficit, the Kennedy 
Administration proposed to tax the current foreign earnings of 
subsidiaries of multinationals and offered tax incentives to encourage 
investments at home.’’ 

Although the Kennedy Administration initially proposed to end 
deferral of foreign source income altogether, a compromise vvas struck 
instead, which became known as Subpart F.’" Under the Subpart F 
compromise, in general, “passive” income generated through 
investments or funds transfers (such as royalty payments, dividends, or 


(Ud.. at 22-2.1. 

See, e.g.. U.S. Senate Permanent Subcommittee on Investigations. "Offshore Profit Shifting 
and the U.S. Tax Code - Part 1 (Microsoil and Hewlett-Packard)." S.Hrg.l 12-781 (Sept. 20, 
2012 ). 

6/26/2006 "The h'vohition of U.S. International Tax Policy - What Would Larry Say?," Tax 
Note,s International . Paul Oosterhuis. at 2. 

ici. 

Id. (citing 1/1 1/1962 "Annual .MCvSsage to Congre.ss on the State of the Union." President .fohn 
F. Kennedy, 1 Pub. Papers, at 13-14). 

6./26/2006 "The FA'olution of U.S. International Tax Policy - What Would Larry Say?," Tax 
Notes International . Paul Oosterhuis, at 3. 
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interest) would be taxed currently in the United States, while “active” 
income (such as revenue from overseas manufacturing activities) would 
not be taxed until the money was brought into the United States. 

Subpart F was enacted by Congress in 1962, and was designed in 
substantial part to address the tax avoidance techniques being utilized 
today by U.S. multinationals in tax havens. In fact, to curb tax haven 
abuses, Congress enacted anti-tax haven provisions, despite extensive 
opposition by the business community 

Subpart F explicitly restricts the types of income whose taxation 
may be deferred. The Subpart F rules are codified in tax code Sections 
951 to 965, which apply to certain income ofCFCs.’® When a CFC 
earns Subpart F income, the U.S. parent as shareholder is treated as 
having received the current income. Subpart F was enacted to deter U.S. 
taxpayers from using CFCs located in tax havens to accumulate earnings 
that could have been accumulated in the United States.’’' “[S]ubpart F 
generally targets passive income and income that is split off from the 
activities that produced the value in the goods or services generating the 
income,” according to the Treasury Department’s Office of Tax Policy.’’^ 
In contrast, income that is generated by active, foreign business 
operations of a CFC is permitted to continue to be defeired. But, again, 
deferral is not permitted for passive, inherently mobile income such as 
royalty, interest, or dividend income, as well as income resulting from 
certain other activities identified in Subpart F.^’’ Income reportable 
under Subpart F is currently subject to U.S. tax, regardless of whether 
that income has been formally repatriated. 

At the same time, regulations, temporary statutory changes, and 
certain statutory exceptions have undercut the intended application of 
Subpart F. For example, “check-the-box” tax regulations issued by the 
Treasury Department in 1997, and the CFC “look-thru rule” first enacted 
by Congress as a temporary measure in 2006 and subsequently renewed, 
have significantly reduced the effectiveness of the anti-deferral rules of 
Subpart F and have further facilitated the increase in offshore profit 
shifting which has gained significant momentum over the last 15 years. 
In addition, certain statutory' exceptions have also weakened important 


Sec. c.g., 1 2/2000 "The Deferral of Income Earned through U.S. Conlrolled Foreign 
Corporations." Office of fax Policy. U.S. Department ofTreasury. at 21 . 

A CFC is a foreign corporation more than 50% of which, by ^■ote or value, is owned by U.S. 
persons owning a 1 0% or greater interest in the corporation by vote ("U.S. shareholders"), "l.f S. 
persons" inciiide U.S. citizens, residents, corporations, partnerships, trusts and estates. IRC § 
957. 

' See. e.g.. Koehr i ng Comp a ny v . United States of America . 583 r.2d 313 (7lh Cir. 1978). See 
also 12/2000 ''The Deferral of Income Earned through U.S. Controlled Foreign Corporations^ 
Office of Tax Policy, U.S. Department of Trcasur>', at xii. 

12/2000 "The Deferral of Income Earned through U.S. Controlled Foreign Corporations," 
Oflicc of Tax Policy. U.S. Department of Treasury, at xii. 

IRC § 954(c). 
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provisions of the law, including regulations implementing the 
“manufacturing exception.” 

D. Foreign Base Company Sales Income - Manufacturing 
Exception 

A key type of taxable Subpart F offshore income is referred to in 
the tax code as Foreign Base Company Sales (FBCS) ineonie. FBCS 
income generally involves a CFC which is organized in one jurisdiction, 
used to buy goods, typically from a manufacturer in another jurisdiction, 
and then sells the goods to a related CFC for use in a third jurisdiction, 
while retaining the income resulting from those transactions. The FBCS 
provision is meant to tax the retained profits of the intermediary CFC 
which typically sits in a tax haven. More specifically, taxable FBCS 
income is income attributable to related-parly sales of goods made 
through a CFC if the country of the CFC’s incorporation is neither the 
origin nor the destination of the goods and the CFC itself has not 
“manufactured” the goods.’^"' In other words, for the income to be 
considered taxable foreign base company sales income, the goods must 
be both produced outside the CFC’s country of organization and 
distributed or sold for use outside that same country, and an entity 
related to the CFC must be a party to the transaction. 

The purpose of taxing FBCS income under Subpart F was to 
discourage multinationals from splitting their manufacturing function 
from their sales function and then assigning the sales function to a 
subsidiary in a tax haven. The legislative history, in fact, describes 
precise scenarios intended to be included under Subpart F. For instance; 

“The technique that is used for diverting profits from one company 
to another among Fiuropean affiliates is also used to divert income 
from U.S. companies to foreign affiliates. Income that would 
normally be taxable by the United States is thrown into tax haven 
companies with the object of obtaining tax deferral. This is done, 
for example, by placing in a Swiss or Panamanian corporation the 
activities of the export division of a U.S. manufacturing 
enterprise.”^*’ 

The FBCS income rules also, however, contain an exclusion 
known as the “manufacturing exception.” Under this exception, the 
income retained by the intermediai'y CFC is not taxable under Subpart F, 
if the CFC itself is a manufacturer and added substantive value to the 


IRC § 954(d)(1). 

Id. 

Statement by Hon. Douglas Dillon, Secretary of the Treasury, before the House Committee on 
Ways and Means, at 163-66 (May .t. 1961). 
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goods/’^ While this exception was originally restricted to CFCs engaged 
in physical manufacturing, in 2009, the regulations governing the 
manufacturing exception were liberalized to make it much easier for a 
foreign affiliate to claim the exception. As explained by the Joint 
Committee on Taxation, the 2009 regulations provided: 

“A CFC can qualify for the manufacturing exception if it meets 
one of three tests. The first two [are] physical manufacturing tests; 
the substantial transformation test and the substantial activity test. 
The third test [is] the substantial contribution test.”’^* 

Moving from a requirement that the CFC demonstrate that it performed 
a manufacturing activity to demonstrating that it made a “substantial 
contribution” to the goods being sold transformed the manufacturing 
exception into another possible loophole to shield offshore income from 
Subpart F taxation. 


Id.: 26 CFR § 1 .954-3(a)(4)(i) (providing that FBCS income excludes the income of a CFC 
derived in connection with the sale of goods that were ‘"manufactured, produced or constructed" 
bv the CFC). 

■’* 7/20/2010 “Present Law and Background Related to Possible Income Shilling and Transfer 
Pricing," Joint Committee on Taxation, {JCX-37-10). at 38. See also 2/2/2009 “Guidance 
Regarding Foreign Base Company Sales income," 2009-5 T.D. 9438, 

htlp;//vvww.irs.gov/piib/irs-irbs/irb09-05.pdf. in which the IRS describes the manufacturing 
exception before and after the 2009 amendments as folknv^s: 

'■ i'hc existing regulations further dcllne FBCSl [foreign base company ,sales income] and 
the applicable exceptions from FBCSl. including the exceptions to the FBCSl rules for 
personal property that is: ( 1 ) manufactured, produced, constructed, grown, or extracted 
within the CPC’s country of organization (.same country manufacture exception); (2) sold 
for luse. consumption or disposition within tlic CFCs country of organization; and (3) 
manufactured, produced, or constructed by the CFC (the manufacturing exception), See 
§ 1.954-3(a)(2)-{4). 

The existing regulations set forth certain tests to determine whether a CFC satisfies the 
manulacturing exception: the 'substantial transformation lest' of § 1 .954-3(a)(4)(ii) and 
the 'sLib.siantive test' and safe harbor of § l.954-3(a)(4)(iii). For purposes of this 
preamble, the requirements of § 1 .954-3(a)(4)(ii) and 1 .954-3(a)(4)(iii) wiii be referred to 
collectively as the 'physical manufacturing test' and the satisfaction ofeither test will be 
described as 'physical manufacturing.' 

The proposed regulations provide a third test for satisfying the manufacturing exception, 
which may apply when a CFC is involved in the manufacturing process but does not 
satisfy the physical manul'acluring test. In particular, the proposed regulations provide 
that a CFC will .satisfy the manufacturing exception if the facts and circumstances evince 
that the CFC makes a substantial contribution through the acti\ ities of its employees to 
the manufacture, production, or construction of personal property (substantial 
contribution lest). The proposed regulations also propose other modifications to the 
existing regulations to address the treatment of contract manufacturing arrangements 
under the FBCSl rules." 

The 2009 regulations were made effective for taxable years that began after June 30. 2009. In 
addition, the IRS allowed taxpayers to apply the new test retroactively to any open taxable year. 
2/2/2009 “Guidance Regarding Foreign Base Company Sales Income," 2009-5 IR.B.. T.D. 

9438. hllp:/./www.irs.go\7pub/irs-irbs/irb09-05.pdf. 
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Through deferral and various regulatory and statutory exceptions, 
the tax code has created multiple incentives for multinational 
corporations to move income offshore to low or no tax jurisdictions and 
provided multiple methods to avoid current tax on those offshore 
transfers. A key objective of the Subcommittee’s ongoing investigation 
is to examine these exceptions and loopholes in action, and find an 
effective way of closing them where transactions have little or no 
economic substance other than tax avoidance. 

E. Economic Substance 

Efforts by taxpayers to structure their business in a way that avoids 
taxation may result in transactions with little or no economic substance. 
Beginning with a Supreme Court case in 1935, the federal courts have 
developed an “economic substance doctrine” to determine whether a 
transaction has enough substance to be respected for tax purposes.'*'* The 
1 935 case, Gregory v. Helverintt . involved a woman who owned one 
company, transferred its stock to a second company she had just created, 
then three days later dissolved the second company, took back the first 
company’s shares and sold them. The taxpayer claimed to have engaged 
in a tax free corporate reorganization and assigned a high cost to the 
stock she sold to minimize her taxable gain. The Supreme Court ruled 
against her and for the IRS, finding that her actions had no business 
purpose other than tax avoidance, and attempted to elevate form over 
substance, using a company that was entirely paper based, with no 
employees or business activities. 

In 2010, Congress codified the judicial doctrine."*' Using the case 
law as its guide in determining whether a transaction had economic 
substance, the statute established a two part test: the transaction must 
change the taxpayer’s economic position in a meaningful w'ay, and the 
transaction must have a substantial non-tax purpose. The statute 
harmonized a split in the federal circuits as to whether both prongs had 
to be satisfied, or only one of them. It did not change the applicability of 
the economic substance doctrine, .stating in 26 U.S.C. § 7701(o)(l ) that 
the statute w'ould apply “[i]n the ease of any transaction to which the 
economic substance doctrine is relevant,” while leaving the 
determination of relevance to the common law tests. "* ’ Under common 


See Gregor y v, Helvering . 29,1 U.S. 465 (1935). Sec also 3/7/2014 "In the Mailer of 
Calerpiilar Inc.." Caterpillar Hxpert Witness Report. John P. Steincs. Jr., Professtir of Law. New 
York l.miversily. PS!_Caterpil!ar_i7_000003 - 023. at 008 C‘[E]conomical!y meaning!es,s 
tran.sactions devoid of business purpose other than tax avoidance are generally not respected."). 

See § 1409(a) of the Health Care and Education Reconciliation Act of 2010. P.L. 111-152. 
codified at 26 U.S.C. § 7701(o). 

^^26 U.S.C. § 770Uo)(n- 

3/21/2010 "Technical Explanation OfThc Revenue Provi.sions Of The ’Reconciliation Act of 
2010,' As Amended, in Combination With The ‘Patient Protection and Affordable Care Act."' 
prepared by the Joint Committee on Taxation, JCX-i8-10. at 152-3. 
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law, the courts have held that the economic substance doctrine was not 
relevant in some circumstances/'' One of those circumstances w'as 
described in a Joint Committee on Taxation analysis which said the 
doctrine may not be relevant to the “decision to utilize a related-party 
entity in a transaction, provided that the arm’s length standard of section 
482 and other applicable concepts are satisfied.”'"’ 

In July 201 1, the IRS issued guidance to help its examiners 
determine when a transaction had economic substance under the 
statute.'"’ The guidance provided 1 8 indicia and four circumstances 
indicating when a transaction had economic substance and 17 indicia 
indicating w'hen it did not. For example, the IRS guidance 
recommended concluding that transactions between related parties that 
met the arm’s length pricing standards of Section 482 were likely to 
meet economic substance requirements.''^ The guidance also 
recommended finding that a transaction lacked economic substance if 
the transaction had been “promotcd/developed/ administered” by the 
corporation’s tax department or outside tax advisors. 

Because the economic substance doctrine was codified less than 
four years ago and applies only to transactions after March 2010, only a 
limited number of cases have interpreted the statute to date.'"' 

F. Export Exception 

A final issue relevant to the Caterpillar case study is the tax 
treatment of goods held in the United States under the name of a foreign 
affiliate. Generally, if the foreign affiliate of a U.S. parent corporation 
holds inventoiy in the United States, it can do so w'ithout creating a 
taxable presence. Tax code Section 956(c)(2)(B) excludes from taxable 
U.S. property any goods located in the United States w'hich were 
purchased in the United States for export to a foreign country'. This 
export exeeption allow's a foreign company (or a foreign affiliate of a 
U.S. company) to buy U.S. goods for export, route foreign goods 
through a U.S. port, or execute routine export functions, without 
incurring U.S. taxation as a U.S. business. However, there are limits to 
the scope of the export exception. If the export property is held in a 


Id. 

Id. 

Id. See also 26 CFR § 1 .482-4. 

In .several U.S. Tax Court opinions, the court ha.s noted that “Congress codified the economic 
substance doctrine moslly as articulated by the Court of Appeals for the Tliii’d Circuit in ACM 
Partnership v. Commissioner . 157 F.3d 231, 247*48 (3d Cir. 1998)/' The codified doctrine did 
not apply, however, to tlie cases at issue under its effective dates. Sec Crispin v. Commissioner . 
T.C. Memo. 2012*70. 2012 WL 858406. at 6. n.14; Blum v. Commi.ssioner . T.C. Memo. 2012* 
16. 2012 WL 129801. at 1 7. n.2I; Rovakat. LLC v. Commissioner . T.C. Memo. 201 1 *225, 201 1 
WL 4374589. at 27. n.ll. 
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common pool of inventory for the benefit of multiple parties as a joint 
enterprise, U.S. courts have held that, based on the facts and 
circumstances of the case, a de facto U.S. partnership may be created 
that vv'ould subject the individual partners to U.S. taxes. 


■ See Commis.sionci' v. Culbertson . 337 U.S. 280 (1949) {.stating that relevant inquiry is to 
determine whether the parties in good faith and acting vvith a businc.ss purpose intended to join 
together in the present conduct of a joint enterprise for profit), 'fhe Tax Court has set forth a iisl 
of factors that other courts have used to evaluate this factual inquiiy. See Luna a’. 
Commissioner . 42 T.C. 1 067 (1 964). 
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III. CATERPILLAR CASE STUDY 

A. Caterpillar In General 

Caterpillar Inc. (Caterpillar) is a multinational corporation 
headquartered in the United States. It is a publicly traded company 
registered with the U.S. Securities and Exchange Commission and is 
listed on exchanges in the United States, France, and Switzerland. 
Caterpillar stock is one of the 30 listed in the Dow .lones Industrial 
Average. Caterpillar is the parent company for approximately 450 
subsidiaries or affiliates in 57 countries.^' 

Caterpillar is an iconic American company with a strong U.S. 
presence. Its worldwide headquarters is in Peoria, Illinois, the heartland 
of the country. Out of 1 1 8,500 employees worldwide, about 52,000, or 
roughly 44%, are located in the United States.^' Out of 125 
manufacturing facilities worldwide, 54 are located in the United States, 
far more than in any other country; the remaining 7 1 manufacturing 
facilities are located overseas.'’’'’ The majority of the company’s research 
and development activity and information technology planning and 
development occurs in the United States.’"* In 2012, Caterpillar spent 
about S2 billion on research and development, 80% of which was 
conducted in the United States. Caterpillar also holds title to most of 
the intellectual property for its products in the United States, where it 
coordinates its global registration and enforcement strategy.'” Most of 
Caterpillar’s senior executives are in the United States, including its 
Chief Executive Officer (CEO), Chief Financial Officer (CFO), and 
Chief Legal Officer, as w-ell as most of the heads of its business 
segments and divisions.'’’ T he current Chairman of the Board and CEO 
is Douglas Oberhelman. 

Caterpillar is the world’s leading manufacturer of construction and 
mining equipment, diesel and natural gas engines, industrial gas 
turbines, and diesel-electric locomotives.’’ In 2012, Caterpillar 

9/1 .\/201 1 '■Caterpillar Inc. Transfer Pricing .Analysis and Report For fiscal year ended 
December 3 1 . 20 1 0." PvvC PSI CAT„ 00007795 - K04, al 8 1 5. 

Caterpillar Inc. Presentation to the Senate Permanent Subcommittee on Investigations 
(2/21./2014). at PSl-Caterpiiiar-14-000001 - 010. at 002. 

’’ Id. See also Caterpillar Inc. Annual Report (Konn-lOK). at 20 (12/31/2010). 

Craig T. Bouchard & .lames V. Koch, The Caterpillar Wav , at 91 (2014). 

8/30/2013 Caterpillar response to Subcommittee Questionnaire. CAT-OOOObO - 1 08. n£ 076. 

Subcommittee interview of Thomas Quinn, PWC. Tax Partner (12/17/2013). Sec also 
1/1/2001 Second Amended and R.cstated License Agreement. CAT-000306 - 699, at 373; 
9/23/2013 letter from Caterpillar to Subcommittee. PSI-Cateipiliar-04-000001 ■ 009. at 004. 

See 10/1/2013 ’‘Chairman's Operating Council Organizational Chart." prepared by Caterpillar 
Inc. and on its website. http;//s7d2.sccne7.com/is/content/Caterpiliai7C10101 108. 

”2010 Year in Review." prepared by Caterpillar, at 18, http:./,''s7d2. scene7.com/is/content/ 
Caterpi il ar/'C 10005394. 

Caterpillar Inc. Annual Report (Fonn-IOK). at 1 (2/19/2013), 
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generated record revenues of $65.9 billion, earning it a ranking of 
number 46 on the Fortune 500 list of the lai'gest American 
corporations.®'’ In 2013, Caterpillar’s revenues dropped to $55.7 billion, 
a 16% decline.®' Even with that drop, over that two-year period, 
Caterpillar’s revenues exceeded $120 billion. As of the end of 2013, 
Caterpillar had total assets of $85 billion, of which $17 billion, or 20%, 
were indefinitely reinvested earnings held offshore.®” 

The entity that became Caterpillar Inc. was organized in 1925, in 
the State of California, when the Holt Manufacturing Company and the 
C.L. Best Tractor Company merged to form the Caterpillar Tractor 
Company.®" By 1931, Caterpillar had perfected the diesel tractor engine 
and redesigned many of its old tractors, and witnessed a steady growth 
in its sales throughout the decade.®'' In 1967, Caterpillar’s worldwide 
headquarters moved to Peoria, Illinois. On its website, the company has 
written that “Caterpillar has deep roots in Peoria,” and “[slince the 
beginning when the company expanded its manufacturing from the West 
coa.st to the Midwest, [its] presence has deepened across the region.”®® 

In 1986, the U.S. parent company was reorganized as Caterpillar Inc. in 
the State of Delaware.®® 

Caterpillar has five principal business segments: Construction 
Industries, Energy and Pow'er Systems, Resource Industries, Financial 
Products, and Customer and Dealer Support.®" Construction Industries 
(Cl) is focused on producing machinery used to construct infrastructure 
and buildings, such as railways, roads, schools and hospitals.®* 
Caterpillar equipment produced by this .segment includes backhoe 
loaders, small tractors, and mini-excavators. Energy and Power Systems 
(EP) produces energy-related engines, turbines, and related equipment. 
Its products include power plant generators, turbines, and locomotives 
serving such industries as the electric power, petroleum, and rail 


Sec '‘Fonunc 500. Our annual ranking of .America's largest corporations," CNN M oney . {May 
21. 2012). hltp://money.cnn.com./iTiagaz!ncs/fortune./Tortune500/2012/fuIl_list/. See also 
8/14/2013 Caterpillar response to Subcommittee Questionnaire, CAT-000001 - 065, at 001 . 

“Caterpillar Popping on Better-Than-Expected Profit, Outlook." Forbes . Vlaggie McGrath. 
(1/27./2014). http;//w\v\v,farbcs.com/sites/maggicmcgrath/2014/0I.-®27/caterpillar-popping-on- 
belter-than-cxpected-prot1t-outlook/. 

Caterpillar Inc. Annual Report (Form- 1 0K.) (2/18.Q0I4); March 2014 '‘Foreign Indefinitely 
Reinvested learnings; Balance.s Held by the Russell 1000; A Six-Year Snapshot." Audit 
Analytics, at 4. 

“Caterpillar 'Fractor Co. List of Deals." i.ehman Brothers Collection. Harvard PTisincss School 
Baker Library Historical Coiicclions. 

http;//wvvAv, library. hbs.edu/hc/le)iman/company.hlml?companv=xalcrpillar tractor co. 

/ Id. 

10/1 8/2013 “Peoria - The Home of Caterpillar," Caterpillar website. 
http://www.jointeamcaterpiilar.com/cda/'layout?m=6j2335&x=333&id‘^4507617. 

Caterpillar Inc. Annua! Report (Form-lOK). at 1 (2/19./2013). 

6, *<.2012 Year in Reviev ." prepared by Caterpillar and on its website, at 33. 
htlp://s7d2.scenc7.com/is/con!ent/Caterpillar./Cl 0005383. 

“ Id. 
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businesses. Resource Induslries (RI) focuses on producing equipment 
that harvests natural resources such as coal, minerals, and lumber. Its 
products include large mining trucks, underground mining equipment, 
and tunnel boring equipment. ™ The responsibilities of Cl, EP, and Rl 
include the design, manufacturing, marketing, and sales of their 
respective products.^' Caterpillar’s Financial Products segment is 
involved in the financing of dealers, suppliers, and customers to support 
the producing, purchasing, and leasing of Caterpillar products. 

The fifth and final business segment. Customer and Dealer 
Support, focuses on customer service and dealer development.'" The 
head of Customer and Dealer Support is Stuart Lcvcnick, a Caterpillar 
group president based in Illinois.'^ Among other responsibilities, the 
segment is responsible for key aspects of Caterpillar’s parts business, 
including supplying both third party replacement parts and Caterpillar’s 
own worked parts for the machines sold by the Cl, EP, and Rl segments. 
Within the segment, the current head of the Customer Services Support 
Division is Stephen Gosselin, who is charged with “growing 
Caterpillar's aftermarket parts and services business.”’'' Me is based in 
Illinois. Another key person is Barbara Model, Director of Parts 
Distribution, w'ho is also based in Illinois.’'"’ 

Since the early 1990s, Caterpillar’s five business segments have 
been further organized into various Business Divisions, eaeh of whieh is 
led by a Vice President wiio reports to the Caterpillar Executive 
Offiee.”’ “[A] Business Division can include several subsidiaries or 
branches (‘legal entities’) or a legal entity can contain the activities of 
several Business Divisions.”” The scope and role of Caterpillar’s 
individual Business Divisions have evolved over time.’" As of 2013, 
Caterpillar had 30 Business Divisions, which can be categorized into 
seven types including; Construction Industries, Resource Industries, 
Energy and Power Systems, and Customer and Dealer Support.'^ The 
Customer and Dealer Support divisions include a number that play key 
roles in the replaeement parts business, including the Customer Services 


” >cl. 

^ ’ See ‘\Stuart L. Leveniek.” Caterpillar ofllcer profile prepared by Caterpillar. 
http;.//www.caterpiilar.eoin/cn/co!Tipany/govcmance/officcrs/stuart-l-lcvenick,html. 

Sec "Stephen A. Gosselin.” Caterpillar ofTlcer profile prepared by Caterpillar. 
http;//vvww,caterpi]lar.coin/eii/company/govcrnancc./ofTicers/.stuart-i'lcvcniek/stephcn-a- 
gossclin.html. 

Subcommittee interview of Deborah Kraft, Caterpillar, Accounting Manager (2/5/2014). 
9/15/201 1 "Caterpillar inc. Transfer Pricing Analysis and Report For fiscal year ended 
December 31. 2010." PWC_^PSi CAT_00007795 -8204. at 817. 

Id. 

Id. 

See 10/1/2013 "Chairman's Operating Council Organizational Chart." prepared by Caterpillar 
Inc. and on its website, http;//s7d2..scenc7.com./i5/content/Caterpillar/C10IOl 108. 
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Support Division and the Distribution Divisions for the Asia Pacific 
region, the Europe, African and Middle East region, and the Americas.*” 

Caterpillar credits its business model as “the foundation of [its] 
success.”*^ The company’s business model focuses on the maintenance, 
repair, and operations component of its business, which the company 
views as helping to smooth its revenue stream and lock in its customer 
base,*" Caterpillar describes its business model as operating in three 
phases: seed, grow, and harvest.** It seeds the business with its initial 
sale of its products, taking a “life cycle perspective” during product 
development, with Caterpillar’s differentiated and proprietary parts 
being a key part of that perspective.** During the grow' phase, 

Caterpillar grows the business by building the largest global field 
population of products, w hich in turn helps the company sell parts and 
services.** Caterpillar states that, by supporting its customers in the long 
run, it then harvests the opportunities created in the first two phases of 
the model.*” Commenting on the company’s seed, grow, harvest 
business model, Stuart Levenick, head of the Customer and Dealer 
Support business segment, recently said: “The harvest part of that is 
once you create all this population, we’re much more vertical and we 
have a much more captive control of components and parts than anyone 
else in our business,”** Caterpillar's strong foeus on aftermarket parts 
and service is a vital element in all three phases of its business model.** 

Caterpillar is a leading U.S. exporter, providing more than 300 
products to customers in approximately 180 countries around the 
world.*'* From 2008 through 2012, Caterpillar exported more than $82 
billion in products from the United States.'*” In 2011, exports from the 


Caterpillar's divisions have had a variety of names. For example, the divisions handling parts 
dustribulion and logistics iiavc been variously known as the Parts & Services Support Division. 
CAT Logistic.s, Parts Distribution & Logi.sties Division, and Parts Distribution & Diversified 
Products Division. Subcoinmiltce inten'iew of Deborah Krall, Caicrpiliar (2/5/2014): 4/13/201 
"Caterpillar Announces New Organization to Drive SuvStaiiicd Improvements in Customer 
Deliveries and Operational Efficiencies and to Build on Recent Product Quality Improvements." 
Caterpillar press release. http;//w’\vw.caterpi[lar.com./cn./ncvvs/corporalc-press- 
releases/h/calcrpillar-announces-ncw-organizittion-to-drive-suslained-improvements-in- 
customer-deliverics-und-opcrationai-efficiencies-and-lo-bujld-on-reccnt-product-quaiity- 
improvenients.html. 

"2010 Year in Review/' prepared by Caterpillar and on its website, at 1 8. 
http;//s7d2.scene7.com/is/content./Catcrpillar/C 10005394. 

Craig T. Bouchard & .iames V. Koch, T he Caterpillar Wav , at 1 68 (20 1 4). 

2010 Year in Review." prepared by Caicrpiliar, at 18, 
hHp://s7d2.scenc7.com/is/content./Caterpillar./Ci 0005394. 

Id. 

Id. 

id. 

5/1/2013 "The Big Interview: Caterpillar's Stuart Leveniek,'* Construction Week Online. 
Slian Overdahl. http;.//w\v\v.conslructionvvcekonline.coni/articlc-22168'the-big-intervie\\'- 
caterpillans-stuarl-levenickO /print'. 

2010 Year in Review-/' prepared by Caicrpiliar and on its website, at 1 8, 
http://s7d2.seene7.eom/i.s/contcnt/Catcrpiliai7C10005394. 

9/23/2013 letter from Cateipillar to Subcommittee. PSKCaterpil!ar-()4-000001 - 009. at 002. 
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U.S. made up $19.4 billion or about one-third of its $60 billion in 
consolidated sales.'*' While in 1963, only 43% ofthe company’s 
consolidated sales and revenues came from international customers, in 
recent years most of Caterpillar sales come from international sales.'*’ In 
2013, the company reported that 67% of Caterpillar’s revenues came 
from sales outside of the United Stales.'^ ’ While most sales now occur 
outside the United States, mo.st of Caterpillar’s machines and parts are 
still built in the United States; for example, as discussed below, in 2012, 
about 70% of finished Caterpillar replacement parts sold offshore were 
manufactured in the United States.'*'' 

B. Caterpillar’s Dealer Network 

To sell its machines and support the operation of those machines 
over time. Caterpillar has an extensive network of independent dealers in 
the United States and around the world. Caterpillar and independent 
analysts credit the worldwide dealer netw'ork as one of its most 
important competitive advantages. Its dealers have extensive know-ledge 
of Caterpillar products, are focused on the needs ofthe country or region 
in which the dealer is located, and provide independent marketing 
judgment and business efficiencies. In addition to selling machines, 
Caterpillar dealers typically offer repair services, including providing 
Caterpillar replacement parts. Many dealers keep an inventory of 
replacement parts on site. 

On average, Caterpillar dealers have been in operation for 50 
years, and turnover is rare.’"'’ In 1 993, Caterpillar had a total of 1 83 
Caterpillar dealers w'oiidwide, with 65 dealerships located in the United 
States and 118 located outside the United States.'** The overall number 
of dealers is now slightly lower, with 1 78 dealers w-orldwide, of which 
48, or 27%, arc located in the United States and four, or about two 
percent, located in Switzerland."**^ 

Caterpillar’s Customer and Dealer Support business segment, 
headed by Stuart Levenick in Illinois, is responsible for supporting and 
overseeing Caterpillar’s w-orldw-ide dealer network. Among other 


Craig T. Bouchard & James V. Koch, The Caterpillar Wav , at 80 (2014); Caterpillar Inc. 
Annual Report (Form-lOK). at 1 (12/31/20! I ). 

Id. at 50. 

Caterpillar Inc. Annual Report (Form-lOK), at 8 (2/19/2013). 

3/7/2014 Caterpillar response to Subcornmillcc Questionnaire. CAT-OOl 866 - 264. at 866 - 
867. 

' 9/17/200! “Caterpillar lu.scal Year 2000 Transfer Pricing Documentation Report." 
PwC__CAT_ PSI^ 00004975 - 5 1 62, at 008 and 032. 

Caterpillar ine. Annual Report (Form-lOK). at 2 (12/31/1993). 

2.''21/2014 “Caterpillar Inc. Presentation to the Senate Permanent Subcommittee on 
Investigations." P.S!_Caterpillar_14_00000i - 010. at 002: “Find Your Dealer," Caterpillar 
worldwide dealer locator service on its website, hltp://ww’w.cat.com./cn_US/support/dealer- 
iocator.htm!. 
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responsibilities, it evaluates dealer performance and determines whether 
a dealer should be added or dropped from the network. In February 
2014, the Customer and Dealer Support segment announced an initiative 
to improve the sales performance of Caterpillar’s independent dealers. 

A media article described that initiative as follows: 

‘“This is not a plan to cull our dealers or drive consolidation - 
although you can expect that some of that will occur,’ Levenick 
told Reuters in an interview on Wednesday. 

‘But we do expect results. If you arc not aligned, if you’re not 
progressing towards those results, then you can expect us to move 
judiciously to make changes ... They all get that.’ 

Caterpillar used to organize its global business - including dealer 
relations - regionally rather than by product category or customer 
type. So dealers were, in Levenick’s words, ‘measured against the 
guy down the street’. 

That changed when the company' reorganized a few years ago. The 
far-flung dealer network was put under one executive in Peoria, 
Illinois, who began comparing the performance of dealers across 
the globe. 

The disparities, Levenick says, were jaw-dropping. So, too, were 
the money-making possibilities - if the laggards sold machines, 
parts and services as efficiently as dealers in the top half of the 
dealer performance rankings, ... 

Under the plan, underperforming dealers have until the end of 
2014 to come up with a plan for raising key metrics. Once the plan 
is approved by Caterpillar, thev have three vears to meet the 

,, OS 

targets. 

This new dealer oversight effort, which is being run from the United 
States, may result in some of the 178 dealers being removed from the 
Caterpillar network. Before a new dealer may be removed or added to 
the network or significantly change its territory, including dealers 
outside of the United States, approval must be obtained from Caterpillar 
Inc, executives in the United Slates, including CEO Doug 
Oberhelman."’" 


'‘Calcrpiliar dealer push may drive some out, Levenick says/' R euter s. James B. Kelieher 
(3/6/2014), http;//\v\v\v.rcuters.com/ariiclc/2014/03/06/us-caterpiiiar-dealer.s- 
idljSBREA250AZ20140306. 

Subcommittee interview ofDavid Picard, Caterpillar Product Support and Sales Operations 
Director for Ey\ME Region (3/4/2014). 
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Several divisions within the Customer and Dealer Support business 
segment provide dealer support. For example, the Customer Serviees 
Support Division is responsible, among other tasks, for handling “dealer 
operational capability development and deployment support.”'®' That 
division is headed by Stephen Gosselin who is located in Illinois.'®" 

Also within the Customer and Dealer Support segment, Caterpillar 
has three regional “Distribution Services” divisions, each headed by a 
Vice President located in the relevant region, and each responsible for 
dealer support and market development in the region in which it is 
based.'®® The “Americas Distribution Services” Division is headed by 
Pablo Kozner, who is located in the United States. The “FAME 
Distribution Division” is headed by Nigel Lewis, who is located in 
Switzerland at CSARL. The “Asia Pacific Distribution” Division is 
headed by .lames .lohnson, who is located in Singapore. These three 
divisions are also often referred to as “marketing companies” since they 
focus on market development in their respective regions. In its most 
recent business re-alignment, the three marketing companies were part 
of a business group within Caterpillar’s Customer and Dealer Support 
segment knowm as the Center of Excellence.'®"' Like their division 
heads, the key marketing company personnel for North and South 
America are located in the United States. The key marketing company 
personnel for Europe, Africa, and the Middle East are located in 
Switzerland at CSARL. The key marketing company personnel for Asia 
and the South Pacific are located in Singapore. 

Caterpillar prides itself on its dealers having superb local 
knowledge of their markets and maintaining superior customer service in 
the areas in which they operate. Overseas dealers are recommended and 
also developed, administered, and supported by CSARL and its 
subordinate companies.'®'’ According to Caterpillar, dealer 
recommendations from CSARL and other marketing companies arc 
almost never overruled; one Caterpillar employee intimately involved in 
the dealer network said that he had never seen the Customer and Dealer 
Support personnel in Illinois challenge a locally made dealer decision.'®® 


‘'Stephen A. Gosselin," protlic prepared by Caterjtillar, 
htlp:/./wwvv.calcrpilIar.com/cn/companY/governancc./officcrs./stuart-l-le\'enick./stephcn-a- 
gosselin.html. 

See "Find Your Dealer.” http:./.Y\^\av.cat.com/cn_U«S/suppoi1./dealcr-Ioeator.htm]. 
9/17/2001 "Caterpillar Fiscal Year 2000 Tran.sfer Pricing Documentation Report.” 
PwC_CAY_PSl_00004975 - 5162. at 028. 

9/15/201 1 "Caterpillar Ine. Transfer Pricing Analysis and Report For Fiscal year ended 
December 31. 201 OA PwC_PSLCAT_00007795 - 8204. at 819. 

Subcommittee intendew of David Picard, Caterpillar (3./4/201 4). 

Id. 
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The marketers at Caterpillar in most instances do not sell directly 
to customers.'"’ Instead, the marketers serve as local Caterpillar 
representatives responsible for administering and maintaining local 
dealer relationships. For example, they assist dealers with sales calls, 
help handle delivery of .seiwice issues, and communicate Caterpillar 
sales goals and other objectives.'"** Another re.sponsibility is helping 
local dealers develop marketing programs and providing training to their 
sales personnel as well as training on dealer information systems.'"" 
Marketing companies may also help a dealer address import or export 
issues, or apply for financing from Caterpillar or the marketing 
companies themselves to purchase more inventory or expand its 
facilities. In addition, they oversee dealer compliance with the terms 
and conditions of their .sales and service agreements with Caterpillar. 

While its marketing companies, including CSARL's predecessor in 
Switzerland, Caterpillar Ovenseas, S.A. (COSA) which was formed in 
1960, helped develop its dealer network, Caterpillar Inc., the U.S. 
parent, played the largest role in developing the company’s worldwide 
network."" The majority of the 178 dealers in operation today were 
established prior to the i990s.'" Using identical language, Caterpillar’s 
1994, 1995, 1996, and 1997 transfer pricing reports described the 
relative roles of the U.S. parent and its marketing companies in 
developing its dealer network as follows: 

“Cat Inc. has the large.st role with regard to market and dealer 
development, since 1 ) it has the largest single market, 2) it w'as the 
originator of the basic marketing systems and concepts, and 3) it 
continues to be involved with the development and oversight of 
worldwide marketing approaches. The marketing companies also 
have major responsibility for market development; in fact, this is 
their primary responsibility.’’"" 


Today, Caterpillar executives in the United States, through the Customer 
and Dealer Support business segment, continue to oversee and support 
the company’s worldwide dealer network, which continues to be seen as 
playing a critical role in Caterpillar’s success. 


9/17/2001 '“Caterpillar Fiscal Year 2000 Transfer Pricing Documentation Report. 

PwC CAT PSl 0000497.S-5162.at029. 

Id. at 027. 

Id. at 028. 

' 12/19/1996 "Caterpillar Inc. Evaluation of .Arm's Length Pricing for Intercompany 

'rran.5actions Year Ended December 31, 1995," PvvC_CAT_PSI 0000888 1 - 9104. at 930; Sec 
also 1./26/199S "Calei’piUar Inc. Evaluation of Ann's Length Pricing for Intercompany 
Transactions Year Ended Deeeinber31. 19962' P\vC_PSI_CAT 00009105 - 334. at 155: 
9/15/1998 "Catcrpiiiar. Inc. 1997 Documentation Report Final Report." 

PwC_PSI_CAT 00009335 -612 at 392. 

Caterpillar Inc. Annual Report (Form- 1 OK), at 2 (12/31/1993). 

' 4/1 8/1 996 ‘"Caterpillar Inc. F.valuation of Arm's Length Pricing for Intereompan}’ 
Transactions Year Ended December 31. 1994." PwC CAT PSi 00008634 - 880. at 685. 
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C. Caterpillar’s Replacement Parts Business 

Caterpillar machines are known for dependability and durability."^ 
In fact, the average age of a Caterpillar machines in operation around the 
world is over 20 years old."'’ Caterpillar is also known for its first class 
customer service. Customers rely on the company to service and repair 
its machines quiekly, minimizing downtime for consumers and 
contributing to the company’s reputation for dependability."^ 

A key part of its customer service and repair operations is 
supplying and delivering replacement parts. Caterpillar considers its 
parts business to be a key competitive advantage."® Stuart Levcnick, 
head of the Customer and Dealer Support business segment, has said: 
“Once someone buys a Caterpillar product, the single biggest driver of 
loyalty to Cat is parts availability.”" ' 

Replacement parts also represent a critical aspect of Caterpillar’s 
profitability. Caterpillar machines are often sold at low profit margins, 
and the company then depends upon the machine's long service life to 
create long-term customer demand for replacement parts which 
Caterpillar can sell at higher profit margins. 


' 1 l/6/i 998 I’WC memorandum from .lolin I latch to Clvarlcs I.arson and Steven Williams. 

“Subject; CAT and COSA,” PwC._PSpCAT_ 00169827 - 838. See also 8/29/2007 email from 
Steven R. Williams. PWC. to ClilTord Mangano. PW'C'. P\\C_PSi CAT _()0n24439 - 440 
(indicating Caterpillar machines operate for 20 years or longer). 

Subcommittee interview of William Springer. Caterpillar. Vice President of Product Support 
(11/7/2013). 

! 1/6/1998 PWC memorandum from .lohn Hatch to Charles Larson and Steven W'illiams. 
“Subject: CAT and COSAT PwC^PSl^CA f . 001 69827 - 838. 

See, e.g., Caterpillar pre.sentation. "Parts Growth & Distribution Network Transformation," 
by Caterpillar executives Steve Go.s.sclin and Steve [.arson, Hcb. 2012 Caterpillar Board of 
Directors meeting. CAT-001 885 - 898. at 886: 4/18/1996 “Caterpillar Inc, Evaluation of Arm's 
Length Pricing for Intercompany Fransactions Year Ended December 31.1 994." 

PwC CAT PSI_00008634 - 880, at 684 ("parts distribution is one ofCaterpillar's most 
impoilant competitive advantages in the marketplace’*). At times, Caterpillar has denied to the 
Subcommittee that it has a "parts business." explaining that “parts" is not one of its reportable 
business segments. It is clear, however, that Caterpillar views its parts business as critical to the 
company's success. For example, in minutes from a 2002 board meeting, the parts business was 
described as "Critical .Success F'aetor #4." The minutes described “the parts business value 
chain" and stated in part that “the company has recently focused on parts sates and increased 
investment in pans products development, parts and service systems." 12/1 1/2002 minutes from 
Caterpillar Board of Directors meeting, CAT_001 855 - 865. at 855. See also, e.g., 1 2/8/2009 
Caterpillar prc,senlation to Caterpillar Board of Directors, CAT-OOl 868 - 884. at 871 (stating, in 
an update on a business "enterprise alignment,'' that an "area for continued focus" was the "Parts 
Busines.s"); 2/8/2012 minutes from Caterpillar Board of Directors meeting. CAT-00i855 - 865, 
at 857 (“Mr. I.evenick invited Mr. Gosselin and Larson to discuss the Company's parts 
business."); 5/1/2013 '‘The Big Inter\dew: Caleipillar's Stuart Levcnick." Construction Week 
Online . Stian Overdahi. http://wv\Av,constructionweekonlinc.coin/artide-22 1 68-lhe-big- 
interview-catcrpiliars-stuart-levenick/l/print/ (Mr. !.evcnick states: “That's the good thing about 
the parts business - it's really steady when you're in the bottom of a cycle. It's a very important 
business for us and for the dealers 

5/1/2013 “The Big Interview: Caterpillar's Stuart Levenick,’’ Construction Week Online . 
Stian Overdahi, htlp:/7\vvvw.constructionweekonline.coimartic]e-22 1 68-the-big-interview- 
caterpillars-stuart-ievenick/l /print/. 
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(1) Parts Business In General 

Caterpillar documents indicate that, while the company typically 
earns only a relatively small profit margin from the sales of its machines, 
its replacement parts business has been a steady generator of major 
profits for Caterpillar,”’* For instance, in some years, Caterpillar’s profit 
margins on maehines were in the single digits, while profit margins on 
some parts exceeded 30%,”'’ Parts profits also make up a signifieant 
portion of the company’s profits, despite being only a small portion of 
its revenues. In one year, 80% of CSARL’s profits came from 
replacement parts sales, despite making up only 20% of its sales 
revenues.”” 

Donald Fites, Chairman and CEO of Caterpillar between 1990 and 
1999, has characterized the sale of a Caterpillar machine to a customer 
as analogous to the generation of an annuity that continues to pay 
dividends over time, due to the revenues generated from machine repair 
and parts,”' A 2012 company presentation given to the Caterpillar 
Board of Directors put it this way: 

“The ‘seed, grow', harvest’ business model ingrained in the 
organization was a catalyst to aftermarket parts sales and services, 
creating an annuity continuing long after original equipment sales 
and generating customer loyalty, PINS, and profits,”'^" 

In a Subcommittee interview, William Springer, who recently served as 
President of Caterpillar Third Party Logistics and as Vice President of 
Product Support, described the parts business in the same way, 
explaining that 2,5 million Caterpillar machines w-ere in the field with an 
average life cycle of about 20 years, generating an ongoing demand for 
replacement parts and thereby creating a “parts annuity, Caterpillar 


"*ld, 

^ 1 0/5/1999 "Caterpiilai' inc. Global Value Enhancement Project Drali," 

PwC_PSi CAT_00004483 - 530. at 508: Subcommittee interview of' Wiiiiam Springer. 

Caterpillar (1 1/7/2013). 

1 1/14/2005 ''Caterpillar SARL 2006-2012 Royalty Rate: Options and Implieations." 

PwC PSi_CAT_00133127 -180.at 148. 

Craig r. Bouchard & James V. Koch. The Caterpiliar Wav , at 120 {2014), 

2/8/2012 minutes from Caterpillar Board of Directors meeting. C.'Vr-001855 - 865. at 857. 
Caterpillar's auditor. PriccwaterhouseCoopcrs also compared the company's business model to 
that of '‘razors and razorbladcs," referring to companies that give away a razor for free, knowing 
consumers will pay for the replacement blades. See undated PWC Planning document. 

PwC_PSI CAT 00004506 - 631. at 619. PINS is an Caterpillar acronym for ''Percent Industry 
New Sales" and represents market share for new equipment. 

Subcommittee interview of William Springer, Caterpillar (1 1./7/2013). But see 5/1/2013 ’' The 
Big Interview: Caterpillar's Stuart Levenick."' Construction Week Online . Stian 0\'erdahl. 
htlp://\v\vw.consttTictionweekonline.com/article-22168-the-big-interview-cateipillars-stuart- 
levenick/l/print/ ("there are approximately 3.5 million Caterpillar machines and engines in use 
through-out the world"). 
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has also described the replacement parts business as a “perpetual profit 
machine.” 

Demand for replacement parts for a Caterpillar machine can last 
for decades. For example, one 2007 analysis showed that roughly half 
of all replacement parts sold by Caterpillar went to service machines that 
had been in the field for ten years.'*" In addition, a substantial amount 
replacement parts sold by Caterpillar were used to service machines that 
were 20 years old or more.'*^ Since some Caterpillar machines have 
parts that wear out and require frequent replacement, as much of 90% of 
some parts’ total production is sold in the aftermarket, rather than in new 
equipment.'*’ 

A 2014 book about Caterpillar observed that Caterpillar’s 
customers may frequently .spend two to three times more on service and 
parts than they spend on the original equipment itself.'’® The book also 
cited a recent analysis which determined that, during the financial crisis 
of 2008-2009, parts revenue proved vitally important to both Caterpillar 
and its dealers as sales of some machines dropped by as much as 62%, 
but parts .sales continued.”'’ Stuart Levenick, Customer and Dealer 
Support head, has said: “That’s the good thing about the parts business 
- it’s really steady when you’re in the bottom of a cycle. It’s a very 
important business for us and for the dealers, it really helps even out 
those swings in the business cycles.”""’ 

Parts Design. Because of the revenue implications, aftermarket 
parts sales for a machine represent a very important set of design 
considerations for the company.'’’' The Subcommittee was told that 
Caterpillar machines are designed on an individual basis, with a single 
Product Manager ultimately responsible for the design and production of 
all components of a particular machine.'®* The majority of Caterpillar’s 
worldwide Product Managers are located in the United States.'’’® To 
protect Caterpillar’s replacement part revenue stream. Product Managers 


3/1.S/2010 "Calcrpillai' Inc. Worldwide Pan.s Management Final Closing Book. Draft Version 
as of March 15, 2010.” PvvCJ’SgCAT 00003876- 168, at 912, 

8/29/2007 email from Stewn Williams. PWC. to Clifford Mangano, PWC. 

PwC PSI CAT 00024439 - 440. at 439. 

!f’ ■‘i- 

Subcommittee interview of William Springer, Caterpillar (1 1/7/2013). 

Craig T. Bouchard & .lames V. Koch. The Caternillar Wav , at 2 1 8 (20141. 

Id., at 120. citing "Fall in Sales in the Great Recession: Rachel Potts. Caterpillar Public 
Affairs." 

5/l,/'2013 'The Big Interview: Caterpillar's Stuart Levenick." Construction Week Online . 
Stian Overdahi, http:/,Av\v\v.constructionweckonlinc.com/arliclc-22168-liTc-big-intervicw- 
catcrpillars-stuart-ievenick./j /print/. 

^ Subcommittee interview of William Springer. Calerjiillar (1 1/7/2013). 

Id.: Subcommittee interview of Steven Wiiiiams. PWC {2/19./2014). See also 11/4/2008 
email from Steven Wiiiiams, PWC, to Thomas Quinn, PWC, '‘is tomorrow really the only shot 
with DBB." PwC PSI CAT_ 00033 157 ("Also, just curious - say they decide most PMs stay in 
US."). 
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are encouraged to incorporate proprietary parts into Caterpillar machines 
whenever possible and to prevent Caterpillar machines from being 
repaired with generic parts from competitors.' ’'' According to a 2012 
presentation to the Caterpillar Board of Directors, product design 
emphasizing proprietary parts was a key factor driving the company’s 
future parts growth.'^' Caterpillar has registered numerous patents for 
its parts, most of which are in the United States. 

Third Party Parts Suppliers. Caterpillar’s aftermarket machine 
parts are produced primarily by third party suppliers as “purchased 
finished replacement parts” (PFRPs).' ’'’ Parts produced by third party 
suppliers in the United States almost always carry the Caterpillar brand 
and are packaged as Caterpillar products. While Caterpillar does not 
own most of its major parts suppliers, it exercises oversight of them to 
maintain parts quality and protect its brand. At times, it stations 
Caterpillar personnel on site at supplier plants to oversee operations and 
promote Six Sigma compliance.'^' Currently, approximately half of 
Caterpillar’s 48,000 third-party suppliers that produce purchased 
finished replacement parts are located in the United States,''** 

In some cases, Caterpillar itself produces the replacement parts 
needed in some of its machines. When Caterpillar manufactures the 
part, they are referred to as “worked parts,” to distinguish them from the 
“purchased finished replacement parts” manufactured by third party 
suppliers. Mo.st of Caterpillar’s worked parts are manufactured by its 
plants in the United States. 1 low'cver, the majority of Caterpillar 
replacement parts are produced by third parties rather than by the 
eompany itself''**' 

24-Hour Parts Delivery. Caterpillar also maximizes its parts 
business by offering to its customers best in class parts replacement 
services. A 2012 Caterpillar Year in Review- Report .stated: “A key 
strength is [the company’s] ... ability to manufacture parts [and] ... 
deliver unmatched parts availability to dealer and customers anywhere in 
the world.”''"’ The 2012 report highlighted the company’s focus on 


Subcommittee inlenuevv ol' William Springer (1 1/7/2013). 

'■ Sec Caterpiiiar presentation, “Parts Growth & Distribution Network Transformation." by 
Caterpillar executives Steve Gossclin and Steve Larson, Feb. 2012 Caterpillar Board of Directors 
Meeting. CAT-0018S5 - 898. at 888. See also 2/8.''2012 minute.s from Caterpillar Board of 
Directors meeting. CAT-OOl 855 - 865, at 857. 

"2012 Year in Review." prepared by Caterpillar and on its website, at .13. 
http://s7d2.seene7.com/''is/contenl/Caterpiiiar/C 10005383. 

Craig T. Bouchard & .lames V. Koch, The Caterpillar Wav , at 169 (2014): Subcommittee 
interview of David Burritt. Ibrmcr Cateqnllar CFO (r2./4/2013). 

2/21/2014 Caterpillar Inc. Presentation to the Senate Permanent Subcommittee on 
Investigations, at PSI-CaterpiHar-14-000001 - OiO. at 002. 

12/3/2013 Caterpiiiar response to Subcommittee Questionnaire, CAT-n00270 - 298. at 277. 

"2012 Year in Review." prepared by Caterpillar, at 33, 
http:/7s7d2.scenc7.com/i.s/contcm/Caterpillar/C!0005383. See also 12/1 1/''2002 minutes from 
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quick deliveiy of parts by citing an instance in wliich a Caterpillar dealer 
delivered a part to a customer only one hour after the customer called 

rtl 


Caterpillar has set a goal of delivering its parts anywhere in the 
world within 24 hours of a request and views its ability to meet that goal 
as differentiating it from its competitors.''’' Caterpillar tracks its 
delivery performance and manages dealer inventoiy levels to assist with 
parts delivery. According to Caterpillar, its dealers are able to fill 
85% to 90% of parts orders immediately upon request from parts kept on 
site, and 95% of the remaining paits are delivered anywhere in the world 
within 24 hours. Other similar industries, such as automobiles, can 
take 2-7 days to ship parts that are not held in stock at a dealership. 
According to Caterpillar’s transfer pricing documentation, “Caterpillar’s 
guarantee to deliver parts anywhere in the world on very short notice 
enables it to sell more machines, since customers know that they will not 
be idled long by missing parts.”''”’ 

Caterpillar has been performing functions critical to the parts side 
of its business for decades. In the 1990s, for example, U.S. personnel 
were warehousing parts, setting stocking levels, forecasting parts usage 
and demand, managing support systems, invoicing, overseeing the parts 


Caterpillar Board of Directors meeting, CAT 001855 - 865. at 856 (■'product support is vitally 
important to the company and its dealers"'). 

14! “2012 Year in Review/' prepared by Caterpillar, at 15, 
htlp://s7d2. . scene?. com/is/contcnl/Catcrpillar/Cl 0005383. 

See. e.g.. 9/11/2006 ‘’Caterpillar. Inc. Valuation of Caterpillar's 100% Interest in 
Shareholder's F.quity of Caterpillar of .Australia Pty. Limited/' Ernst & Young, PvvC-PSl-CAT- 
00015198 - 272, at 218: 4/18/1996 "Caterpillar !nc. Evaluation of Arm's Length Pricing for 
intercompany Transactions Year Ended Decembcr31, 1994." PwC_CAT PSi_00008634 - 880. 
at 684 (“parts di.slribiition is one of Caterpillar's most important competitive advantagc.s in the 
marketplace"). .See also "Building the World - Caterpillar,"" article in Access , a publication of 
Federal Express (.May 2012). http:/7access. van. fcdex.com/caterpillar/ (When asked about 
Caterpillar's commitment to deliver a part anywhere in the world within 24 hours. Stuart 
Levenick, Group President of Caterpillar's Customer Ser\-ice and Dealer Support segment, said: 
"That's a big commitment, and that's worldwide. It means w’e'vc got an enormous network of 
parts distribution. We've got logistics people feeding parts into these depots, dealers carrying 
inventory. All of this has to w'ork like a clock. ... Logi.stics is huge for us.''). Komatsu, a key 
Caterpillar competitor, has made an almost identical guarantee. See 
htlp://w'A\Av.komatsuamerica. com/komatsu-parts. 

Subcommiltcc interview of William Springer. Caterpillar (1 1/7/2013). 

Id. See also Subcommittee interview ofThomas Quinn, PWC (10/2/2013) (Caterpillar's 
success rate in meeting its 24-hour deliver)' standard is typically in the upper 90th percentile): 

1 1/6/1998 PWC memorandum from .lohn l-|atch to Charles Larson and Steven Williams. PWC. 
“CAT and COSA/' PwC_PSl_CAd'_00169827 - 838, at 833 ("Dealers now provide 80% of parts 
orders immediately upon request, and 99% are shipped within a day of being requested"). 

Sec 1 1/6/1998 PWC memorandum from John Hatch to Charles Larson and Steven William.s. 
PWC. "-CAT and CCYSA." PwC._PSI__CA'i'_001 69827 - 838. at 833 (“contrast this to 2-7 days for 
car dealers that do not iiave a part in stock"). 

4/18/1996 “Caterpillar Inc. Evaluation of Ann's Length Pricing for Intercompany 
Iransactions Year Ended Dcccmber31. 1994,'" PwC__CAT_PSI 00008634 - 880. at 684-685. 
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introduction process, and working on parts delivery.*'’’ According to 
other Caterpillar documentation during the 1990s: 

“Caterpillar’s after sales service, which includes supporting dealers 
in the servicing of equipment and the timely provision of parts 
around the world, is one of its major competitive tools. 

Caterpillar’s role in after-.sales seiwicc includes developing 
servicing procedures and standards, technical manuals, technical 
support and training for dealers, and warranty support. The dealer 
network and parts distribution are the two keys to after-sales 
service. The marketing companies have responsibility for the 
dealer network, while P&SS [Parts & Services Support Division in 
the United States] performs the primary management activity for 
the parts distribution network. Cat inc., as the designer of the 
system and owner of the Morton parts center, has the greatest 
strategic role.”*’** 

According to Caterpillar representatives, CSARL and its subordinate 
marketing companies continue to play an instrumental role in fulfilling 
the 24 hour parts delivery promise by helping monitor local parts 
demand and ensure needed parts are stockpiled at local distribution 

!4Q 

centers. 

(2) Role of the United States in Caterpillar’s Parts 
Business 

Former Caterpillar CFO David Burritt told the Subcommittee that 
the company’s ability to provide high quality parts within 24 hours 
anywhere in the world depends upon logistie eapabilities that were 
developed by the company over more than 75 years.'*’” While 
Caterpillar’s replacement parts business has operations around the world 
and is supported by its marketing companies, including CSARL in 
Switzerland, and by dealer personnel worldwide, the company’s parts 
leadership and strategic functions remain centered in the United 
States.'*’* Altogether, Caterpillar has over 8,300 employees who work 


Undated interview notes of Craig Barley -• Manager, Peoria, Parts & Ser\'iccs Support 
Availability & Inventory Management, collected by PwC, PwC^ PS1_CAT_001 79037 - 038. Sec 
also 12/1998. Caterpillar Inc.. (31oba! Tax Optimization, Risk Adjusted Benellt Analysis, 
Working Papers Draft 1.’’ PWC-PSUCAT-00001336 - 67], at 4! 5 (“P&SS [Parts & SeiA’iccs 
Support division] appears to track parts (forecasting, scheduling, purchasing, shipping, inventory 
levels) on a global basis with great amounts of detaiU); Subcommittee interview of Deborah 
Kraft. Caterpillar (2/5/2014). 

1/26/1998 "Caterpillar Iiic. Evaluation of Arm's Length Pricing for Inlereompanv 
Transactions Year Ended December 31. 1996." PwC_PSl CAT_(K)009105 - 334. at 156. See 
also 9/15/1998 ''Caterpillar. Inc. 1997 Documentation Report Final Report," 

PwC_PSI C,Ar_00009335 - 612 at 393; 9/15/1999 "Caterpillar 1998 Documentation Report." 
PwC_PSI_, CAT_0()009613 - 928. at 674. 

Subcommittee interview of David Picard. Caterpillar (3/4./20I4). 

Subcommittee interview of David Burritt. former Caterpillar CFO (12/4/2013). 

' See, e.g.. 2/S/20I2 minutes from Caterpillar Board of Directors meeting. CAT 001855 - 865, 
at 857 {describing Caterpillars parts distribution business as using a "U.S. centric model"); 
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on parts, about 4,900 oFwhom are located in the United States, more 
than any other country, despite the fact that 67% of Caterpillar sales 
occur offshore,' '" That concentration of U.S. employees is due in part to 
the fact that nearly 70% of purchased finished Caterpillar replacement 
parts sold offshore are still manufactured in the United States.''’’ Both 
before and after the 1999 CSARL transaction. Caterpillar’s replacement 
parts business has been led and managed primarily from the United 
States. 

Key Parts Personnel. A number of organizations within 
Caterpillar Inc. manage key aspects of its replacement parts business, 
fhe Customer and Dealer Support business segment, headed by Stuart 
Levenick of Illinois, performs a number of the key functions, including 
parts logistics and distribution, inventory management, and parts 
pricing.'"'' A key division is the Customer Services Support Division, 
which is charged with “growing Caterpillar's aftermarket parts and 
services business” and handling “parts distribution,” among other 
tasks.'"" It is headed by Stephen Gosselin, who is based in Illinois. 
Within his division, Barbara Model, also located in Illinois, is the 
Director of Parts Distribution and oversees the company’s warehouses 
and distribution centers.'"'’ Two additional key employees are Joseph 
Van Wassenhove, Parts Pricing Manager, and Timothy Gryl, Service 
Parts Manager and head of Caterpillar’s Inventory Management Group. 
Both are Illinois residents. 

Another key organizational unit is the Caterpillar Enterprise 
System Group, headed by David Bozeman who reports directly to CEO 
Douglas Oberhelnian, Mr. Bozeman, too, is based in Illinois. This new 
“order-to-delivery organization” was formed in 2013.'"’ A key 
employee is Frank Crespo, the head of Purchasing, which is responsible 
for developing and overseeing the company’s supplier base w'hich 
manufectures the purcha.sed finished replacement parts sold abroad. 
Another key employee is Edward O’Neil, manager of Manufacturing 


‘Vi 998 PWC report, "Calerpillar Inc. Global Tax Optimization Case i'or Action." 

PwC PSI__CAT__00()()4632. at 670 (describing Caterpillar’s *'U.S. 'centric' role" as a "Negative 
Tax Rate Driver"); 4/18,''! 996 "Caterpillar Inc. F-valuation of Arm's Length Pricing for 
Intercompany Transactions Year Faded December 3 1 , 1994." P\vC_CAT_PSI 00008634 - 880. 
at 686 and 698 (describing Caterpillar Inc. as playing the "greatest strategic role" in after .sales 
service and staling that "Parts & Sendees Support, a division of Cat Inc. located in Morton. I!, is 
charged with managing the worldwide parts distribution network"). 

12/3/2013 Caterpillar response to Subeommittee Questionnaire. CA'r-000270 - 298. at 279. 

3./7./2014 Caterpillar re.sponse to Subcommittee Questionnaire. CAT-OOl 866 - 2264. at 866. 

See "Stuart L. Levenick." Caterpillar officer profile prepared by Caterpillar, 
http :/7w\\vv, caterpillar, com/en/eompany/govcrnance/oftlccrs/sluai 1 -l-!c\'enick.htinl. 

Sec "Stephen A. Gosselin." Caterpillar ol'ficer profile prepared by Caterpillar. 
http://wwAv.caterpiliar.eom/en/compan\7governancc/officers./sluart-i-icvenick./stephen-a- 
gosselin. html. 

Subcommittee interview of Deborah Kraft. Caterpillar (2/5/2014). 

"David P. Bozeman." Caterpillar officer profile prepared by Caterpillar. 
http:,//www.caterpil!ar.com/cn/company/governancc/officers/david-p'bozeman.html: 4/13/2014 
Caterpillar Enterprise System Group press release. 
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Logistics.'^** Both are located in Illinois. Among other responsibilities, 
the new group is responsible for transporting Caterpillar parts around the 
world. 

A former key member of the company’s parts leadership was 
Steven Larson, who was head of the parts logistics division for the last 
nine years until he retired in February 2014.'“'* Mr. Larson was also 
based in Illinois. After his retirement, the parts logistic division was 
dissolved and its functions integrated with the Customer Services 
Support Division. 

The following chart depicts Caterpillar organizations and 
executives who lead and manage key business functions supporting its 
non-U. S. parts sales. 


Hi,s group is the successor to the Manut'acluring Logistics & ■I'raiisportation Group Ibnnerly 
pari of Steven I.,ar.sen's parts logistics iJi\-ision. 4./13/2()14 Caterpillar f’ntcrprisc Sy.stcm Group 
press release. 

Sec 8.'''20/2013 ‘'Caterpillar Announces Retirements of !-ong~Time Officers; Appointments 
and Changes in Responsibilities for Vice Presidents will Drive Company Strategy," Caterpillar 
press release. hllp://wv\"w.calcrpil]ar.com./en./news/corpora(e-prcss-releases/h/calcrpillai‘ 
aiinounces-rctircmcnts-of-iong-time-oftlcers-appoinlmcnts-and-changes-in-responsibilities-for- 
vice-presidents-will-drivc-company-strategy.hlml (noting Mr. Larson was head ot'the division 
for nine years and “played a critical role in the successful divestiture of a majority interest in 
Caterpillar Logistics Services in 2012, and ... guided the build out. modernization and expansion 
of the Cat®' parts distribution network"). 

Id. (“Concurrent with the announcement of Steve Larson’s retirement. Caterpillar is 
announcing a strategic realignment of the Parts Distribution & Diversified Products Division and 
the Customer Services Support Division. As part of this realignment. Caterpillar's Parts 
Distribution business will be integrated into the Customer Services Support Division, which is 
led by Vice President Steve Gosselin. The Customer Services Sup])ort Division is focused on 
aggressively growing Caterpillar's parts and product support. I'he division de^'ek)ps and supports 
deployment of parts and seiwiee products, proces.ses and programs for our dealers, enabling them 
to deliver unmatched product support. Including Caterpillar Parts Distribution this division will 
form a single global parts organization that will allow a seamless Caterpillar focus on supporting 
customer requirements for product support."). 
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Storing Parts. Illinois not only hosts the vast majority of 
Caterpillar’s senior parts leadership, but is also the home of the Morton 
warehouse which is Caterpillar’s central hub for slocking replacement 
parts. Morton is twice the size of Caterpillar’s next largest 
warehouse,"’* and is used by Caterpillar distribution centers, dealers, and 
customers around the world to obtain hard-to-get parts.''’’’ About 40% 
by value of CSARL-owned parts destined for sale abroad are stored in 
the Morton warehouse. In addition to Morton, as of 2012, Caterpillar 
had five other warehouses in the United States, as well as smaller 
distribution centers across the country.'^'’ Outside of the United States, 
in 2012, Caterpillar had three vvarehouses, one each in South America, 
the Asia Pacific region, and the Europe, Africa, Middle East region, 
along with other distribution centers around the world."’” In the last two 
years. Caterpillar has opened additional warehouse facilities w'ithin and 
outside of the United States. That the United States has continued to 
play a central role in the company’s parts distribution business is 
reflected in the minutes of a Februaiy 2012 Caterpillar Board of 
Directors meeting in w'hich management advocated converting 
Caterpillar’s parts distribution business from a “U.S. centric” model into 
one that relied more on regional distribution centers.'” 

Managing Parts [nventories. Inventory supply levels at the 
Morton warehouse as well as Caterpillar’s other warehouses and 
distribution centers around the world are monitored and managed by the 
Inventory Management Group, wdtich is headquartered in the United 
States.'”^ This group is included within the Customer Services Supports 


Subcommittee interview of'Thoma.s Ouinn. PW'C (12/I7,'2013) 

Id. The ne-xt two largest pans warchousc,s are located in Grimbcrgen. Belgium and 
Singapore. Smaller distribution sites arc located elsewhere in the United States and in other part.s 
of the world. 

163 “jj 5 % qC worldwide parts inventory i.s managed from Morton-moving toward 1 00%.” Undated 
interview note.s of Craig Barley - Manager, Peoria. P&S.S .Vvaiiability & Inventory 
Management, collected by Pw'C. PwC' PSI _Cat_OOOI 79037 - 0.38. At one point, the Morton 
distribution center even controlled 100% of the physical parts inxentory kept in Caterpillar's 
main European warehouse, id. 

1 1/26/2013 letter from Caterpillar to SubcommiUee, CAT-000267 - 269. at 268. 

’’’’ Caterpillar presentation, "Parts Growth & Distribution Network Transfornration." by 
Caterpillar executives Steve Go.sselin and Steve Larson. Feb. 2012 Caterpillar Board of Directors 
Meeting, CAT-00188.3 - 898 at 897 ("Cat Parts Distribution Future Footprint.” chart); 2008 
"Caterpillar Worldwide l.ocations." prepared by Caterpillar Inc. {listing 14 distribution centers 
across the United Stales). 

http://pdfcat.eom/cda/filcs/l 1 3505/7/2008%20\V\V%20location lnial.pdf. 

Caterpillar presentation. "I’arts Growth & Distribution Network Transformation," by 
Caterpillar executives Steve Gossclin and Steve Larson. Feb. 2012 Caterpillar Board of Directors 
Meeting. CA'I'-001885 - 898 at 897 ("Cat Parts Distribution Future Footprint." chart). The 
HAMH warrehoLise is in Grimbcrgen. Bcigium; none of the warehouses or distribution centers 
have ever been in Switzerland, 

2/8/2012 minutes from Caterpillar Board of Directors meeting. CA'l' 001 855 - 865. Sec also 
Caterpillar presentation. "Parts Growth & Distribution Network rransformation." by Caterpillar 
executives Steve Gosselin and Steve Larson. Feb. 2012 Caterpillar Board of Directors .Meeting. 
CAT-0()1885 - 898. 

Subcommittee interview of Deborah Kraft, Caterpillar (2/5,t20!4). 
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Division, headed by Timothy Gryl, and managed out of Illinois, 
Caterpillar uses this group to monitor and determine the number and 
types of parts it should order from its suppliers and keep on hand at 
various locations. Under Caterpillar’s obligations in its service 
agreement with CSARL, this group monitors and manages inventoiy 
levels for parts needed on a worldwide basis.' ° 

The Inventory Management Group operates a global inventory 
monitoring system that tracks parts inventory levels around the world in 
Caterpillar’s distribution netw'ork, forecasts demand for particular parts, 
and transports parts on an emergency basis.' '' Its state-of-the-art 
inventoiy management software, which is at the heart of the company’s 
logistics capabilities, w'as developed in and is administered from 
Caterpillar operations in Illinois. The group predicts demand for parts 
by evaluating historical demand patterns using sophisticated algorithms 
and generates recommended stocking levels for Caterpillar’s worldwide 
distribution facilities.'’’ On the issue of predicting future parts demand, 
Stuart Levinick, Customer and Dealer Support head, explained: 

“We’re able to understand how many hours a machine is being 
utilized each month, and we track that - by model, by industry, and 
by geography -- so you can get ahead of how much these machines 
are being used, how much fuel they’re burning, and that correlates 
back to future parts demand. So it’s giving us a leg up to 
understand with our sup^al^- ba.se when to start to dial up capacities, 
and when to ease back.’’ ' 

The Inventoiy Management Group also helps customers acquire parts on 
an expedited basis from manufacturers if the parts are not immediately 
available in Caterpillar’s inventory. 

Although the Inventoiy Management Group is managed from the 
United States, it is assisted by Caterpillar parts and service 
representatives located in distribution centers and marketing companies 
around the w'oiid. Those representatives assist dealers in monitoring and 
managing their parts inventories to facilitate sales. According to 
Caterpillar, the representatives spend roughly 50% of their time at dealer 
sites, and occasionally are co-located at a dealership,'’"* Parts and 
service representatives help dealers maximize aftermarket part sales by 
systematically evaluating and predicting when parts will wear out, w'hcn 
they should be ordered and in what quantities, as well as helping dealers 


12/3/2013 Caterpillar respon.se to Subcommillec Questionnaire. C.Wr-000270 - 298. at 296. 
Subcommittee interview otneborah Kraft. Caterpillar (2./5,/20i4}. 

Subcommittee interview of William Springer. Caterpillar (1 1/7/2013). 

' 5/1/2013 “The Big Interview: Caterpillar’s Stuart Levenick.'' Construction Week Onlin e. 

Stian Overdahi. http://wnvvv.con.struction\veekonline.com,/at1icie-22l68-thc-big-intervievv- 
caterpi]lars-.stuart-!et'enick/! /print/. 

Subcommittee interview of William Springer. Caterpillard 1/7/2013). 
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prevent counterfeit parts from entering their markets.' Representatives 
also assist in training dealer technicians on proper service and 
maintenance of Caterpillar machines.''*’ Service manuals for parts and 
machines are designed by Caterpillar personnel in the United States and 
shipped to dealers around the world. In addition, Caterpillar provides 
marketing consulting services, and creates and supports dealer marketing 
programs for replacements parts.''* 

Customers needing replacement parts typically turn first to their 
local Caterpillar dealer, which keeps a parts inventory on site and is able 
to provide the requested part 85-90% of the time.'^"' If the part is not 
available on site, the dealer, or occasionally the customer, can place an 
order for the replacement part which is sent to the appropriate Caterpillar 
distribution facility, generally the closest location geographically. 
Inventory systems at the facility automatically check for availability of 
the part in the facility’s onsite inventory. If the part is available it will 
be pulled from the facility’s inventory and prepared for shipment. If the 
part is not available at the facility, the order will automatically be sent to 
the next closest warehouse or distribution center, the largest being the 
Morton w'arehousc in Illinois.'*” When the part is located, it is prepared 
for immediate shipment wdth the goal of delivering the part to the local 
dealer or customer within 24 hours of the order. 

Caterpillar uses numerous inventory systems to monitor parts 
supplies in its warehouses. These systems anticipate what parts will be 
needed when and wltere to replenish inventories around the w'orld. Its 
general parts inventory system was designed in and is run from the 
United States.'*' Caterpillar’s U.S. software engineers developed the 
algorithms and other softw'are elements integral to that system, which 
tracks inventory quantities throughout Caterpillar’s worldwide 
distribution network.'*’ Other systems keep track oforders, purchases, 
sales, and inventory pricing, and also generate parts invoices for dealers. 
Historically, distribution centers in Grimbergen and Singapore have had 
personnel to expedite and schedule orders, but all parts forecasting and 
ordering was done from Morton, Illinois, even for parts sourced in 

r, 183 

Flurope. 

Manufacturing Parts. In connection wdth its parts business. 
Caterpillar not only has to forecast the types and numbers of 
replacement parts needed, but also order their manufacture in time to 

Id. 

Id. 

* ' ' Subcommittee interview of Deborah Kraft. Caterpillar {2/5f20 14). 

^ 12/.3/201.3 Caterpillar re.sponsc to Subcommittee Questionnaire. CAT-000270 - 208. at 296. 

’’’’ Subcommittee interview of William Springer. Caterpillar (I !/7.t20!3}. 

Subcommittee interr iew of lidward Simpkins, Caterpillar {1/29/2014). 

Id. Backup svstems are located in Beiaium. 

Id, 

^ Undated interview notes of Craig Barley - Manager. Peoria, Parts & Services Support 
Availability & Inventory Management collected by PWC, PwC PSl CAT OOl 79037 - 038. 
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meet customer demand. Caterpillar Inc. has sophisticated proprietary 
ordering systems, which were developed and are mainly administered 
out of the United States and function worldwide.'*'' While Caterpillar 
manufacturers a portion of the required replacement parts itself, most of 
its replacement parts must be ordered from its third-party suppliers. 

The company dedicates significant resources to managing its 
relationships with its third-party parts suppliers. The company’s 
Purchasing group, led by P'rank Crespo of Mossvilie, Illinois, has been 
assigned primary responsibility for managing those relationships.'**’ 

The Purchasing group works closely with the suppliers to ensure they 
build parts that meet Caterpillar’s quality standards and price 
requirements.'*’ Its duties include working with suppliers to procure 
materials and services, forecasting demand for materials and parts, and 
monitoring the business viability of the supply base, with the overall 
goal of ensuring parts orders will be filled on time. Purchasing 
personnel visit suppliers in the United States and abroad to ensure 
capability and quality control in compliance with Six Sigma 
management principles.'** In some cases, Caterpillar personnel are 
embedded at supplier sites to oversee manufacturing, and suppliers 
undergo rigorous financial audits by Caterpillar personnel.'*' 

In addition, under the service agreement signed between 
Caterpillar Inc. and CSARL referenced earlier. Caterpillar Inc. agreed to 
manage third-party suppliers within the l.lnited States that produce parts 
sold around the world. Under this agreement, Caterpillar Inc. consults 
with CSARL on identifying potential U.S. suppliers, visits those 
suppliers, negotiates terms with them, arranges for the transportation and 
delivery of specified parts, and inspects those parts for quality.''’'’ 

Once parts manufactured in the United States by Caterpillar or a 
third-party supplier are produced, they may be packaged by a third party 
contractor. Third-party packaging companies take delivery of the parts 
and package them under the Caterpillar brand so they are suitable for 
storage at warehouses and subsequent sale. The relationship with these 
third-party packaging companies in the United States is also managed by 
the Purchasing group in the United States. Packaged parts have 
historically been delivered to the Morton distribution center in Illinois 
prior to being shipped to the company’s regional distribution centers.'"’' 


See ‘'Summary ofOrders and Invoicing Systems.” PwCPSI CA'rOOOlSO.Sd - 036 . 

’’’’ 12/3/2013 Caterpillar rc.sponse to Subcommittee Que.stionnairc. CAT-Q0()270 - 298. at 277. 

Subcommittee interview of Deborah Kraft. Caterpillar (2.t5/201 4). 3’he Cilobal Purchasing 
Division was also known, at limes. a.s the Product Support Division. 

Id. 

Sec Craig T. Bouchard & .lames V. Koch. The Caterpilla r Wav , at 169 (2014); Subcommittee 
interr'iew of David Burritt. former Catenriilar CFO (12./4/2013). 

'*■’ Id. 

^ 12/3/2013 Caterpillar rc.sponse to Subcommittee Questionnaire, CAT-000270 - 298. at 296. 

Subcommittee interview of Deborah Kraft. Caterpillar (2/5.'‘2014). Sec also undated interview 
notes of Craig Barley - Manager. Peoria. Pans & Services Support Availability & Inventors' 
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Today, some parts are also packaged and shipped from points outside of 
the United States. 

Transporting Parts. Cateipillar also typically arranges for the 
transportation of parts from its third-party suppliers to its regional 
distribution facilities, a service managed by Caterpillar’s Transportation 
Division, which is headquartered at the Morton distribution center in 
Illinois. fhe Transportation Division, which is part of the Caterpillar 
Enterprise System Group, assi.sts in delivering parts to Caterpillar’s 19 
global storage and distribution centers, including the warehouses in 
Grimbergen and Singapore.'"*^ As the goods arrive, Caterpillar 
personnel here and abroad are responsible for conducting quality 
inspections to ensure the parts meet the company’s standards. The 
distribution centers are also responsible for conducting ongoing 
oversight over the life of a product, in part to evaluate the performance 
of the replacement parts. The head of Caterpillar’s quality division is 
also located in the United States and operates out of the Morton 
distribution center.'’’'’ 

Thousands of Parts Personnel. In response to questions from the 
Subcommittee, Caterpillar provided information about how many of its 
U.S. employees are involved with the “purchase, storage, movement, 
and sales of replacement parts. Caterpillar indicated that of the 8,300 
Caterpillar employees involved in those functions in 2012, about 4,900 
worked in the United States. Of those 4,900 U.S. employees. Caterpillar 
indicated that about 3,600 were involved with “[p]arts [djistribution 
([IJogistics),” about 1,035 were involved with “[gjlobal [p]urchasing,’’ 
about 35 were involved with “parts pricing,” about ! 15 were involved 
with “[p]arts [mjarketing [s]upport,” and about 100 worked for the 
“Di.stribution Services Division.”'’' 

Caterpillar’s replacement parts business is a complex and 
demanding undertaking that requires expertise in forecasting parts 
demand, managing inventoiw supply levels, ordering the manufacture of 
needed parts, exercising quality control, packaging parts for shipment, 
and delivering parts as needed. Senior leadership for the Caterpillar 
parts business has been and continues to be located primarily in the 
United States. Key inventory management systems and controls, as well 
as ordering systems, were developed in the United States and continue to 
be managed from there. The company’s largest and most important 


Management, coljccled by PWC. P\vC_PS{_CAT_0() 179037 - 03«S (•’Most regional distribution 
centers are served from Morton, not from contract packagers, because of low volume at regional 
centers."). 

Subcommittee interview of Deborah Krafl. Caici'pillar {2./5./2014). 

Sec undated PwC interview notes of Don Puryear, Cateipillar Purchasing Transportation and 
Technical Support Manager. PwC PSi_CAT_001 79035 - 036. 

Subcommittee interview of Deborah Kraft, Caterpillar {2/5.'20 14). 

Id. 

12/3/2013 Caterpillar response to Subcommittee Questionnaire. C.A,T-00n27() - 298. at 279, 
Id. 
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distribution center and parts warehouse operates out of Illinois. The 
majority of Caterpillar parts manufacturing takes place in the United 
States. To date. Caterpillar’s replacement parts business has been and 
continues to be led and managed primarily from the United States. 

D. Caterpillar in Switzerland 

Although its major operations have always been in the United 
States, Caterpillar has also had a small continuous presence in 
Switzerland for decades. Today, out of 1 18,500 employees worldwide, 
about 400, or less than one half of one percent of its employees, are 
located in Switzerland.'’* 

COSA. For forty years, from 1960 to 1999, Caterpillar’s leading 
Swiss affiliate was Caterpillar Overseas, S.A. (COSA), which was based 
in Geneva.'” COSA acted as Caterpillar's lead marketing company for 
the Europe, Africa, and Middle East (EAME) region.**' COSA’s 
responsibilities included purchasing machines and parts from Caterpillar 
for resale to EAME dealers, developing and maintaining the EAME 
dealer netw'ork, providing logistics support for parts delivery; providing 
EAME dealers with marketing information and sales training; acting as a 
liaison between EAME dealers and Caterpillar on product performance 
and service issues; helping EAME dealers obtain financing from 
Caterpillar or private banks to purchase inventoiy and improve their 
dealerships; and conducting oversight of EAME dealers to ensure their 
compliance with Caterpillar sales and service agreements. COSA 
worked with Caterpillar’s IJ.S. employees who were in charge of 
approving new dealers, designing machines and their replacement parts, 
developing marketing campaigns and sales training materials for dealers, 
and providing dealer financing.*"' COSA had a regional focus, and W'as 
one of several offshore marketing companies that Caterpillar sponsored 
around the world.*"' 

Aside from COSA's marketing w-ork. Caterpillar had a veiy 
limited presence in Switzerland. Of its 125 manufacturing plants, none 
w'erc or are located there.*’* Of its 19 distribution centers, none w'ere or 


3/7/2014 'in the M,TUer of Caterpillar Inc.." Caterpillar E.xpert Witne.ss Report, .lohn P. 
Sleinc.s, Jr.. Profes.sor of Law. New York University. PSI-Caterpillar-1 7-000003 - 023. at 006 
(CSARL in Switzerland currently has about 400 employees). 

4/! 8/1 996 “Caterpillar Inc. Hvalualion of Arm's Length Pricing for intercompany 
Transactions Year Ended December 31. 1994." 

Id.; 12/19/1996 “Catcrpiliar Inc. Evaluation of Arm's Length Pricing for Intercompany 
Transactions Year Ended December 31. 1995.^MAvC__CAT PS[_ 00008881 - 9104. at 916-917. 

12/19/1996 “Caterpillar Inc. Evaluation of Arm's Length Pricing for Intercompany 
IVansactions YearEmded December 3 L 1995." PwC_.CAT_PSi__00008881 - 9104. at' 930-93 E 
Id, at 917-918. 

2/21/2014 "Caterpillar Inc. Presentation to the Senate Permanent Suhcominittee on 
Investigations." at PSi-Catcrpillar-lT-OOOOO! - 010 at 002. Sec also 2008 "Caterpillar 
Worldwide Locations." prepared by Caterpillar Inc., 

http://pdf.cat.eom/cda/files/l 13505./7/2008%20W W%201ocation_finai.pdf. In 2004. Caterpillar 
purchased a local Swiss company that packaged, but did not manufacture, industrial turbines and 
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are in Switzerland. When EAME dealers needed replacement parts, the 
parts were generally shipped from Caterpillar’s primary warehouse in 
Morton, Illinois or from other Caterpillar distribution centers, such as its 
warehouse in Grimbergcn, Belgium. Very few replacement parts have 
ever been shipped from Switzerland to another country. In addition, 
during COSA’s tenure, no worldwide or regional Product Managers 
were based in Switzerland. 

In addition to its headquarters in Switzerland, COSA also operated 
a branch office that was first in 1 long Kong and later in Singapore, 
providing marketing support for Caterpillar dealers in Asia and the 
South Pacific.'®'^ Unlike Switzerland, in addition to the marketing 
office, Caterpillar maintained a parts distribution center and some 
manufacturing facilities in Singapore to serve Asian dealers."®'’ 

For years. Caterpillar’s foreign marketing companies that helped 
support the sale of parts, including COSA’s marketing operations in 
Switzerland and Singapore, were allocated a share of Caterpillar’s non- 
U.S. parts profits. Although the amount fluctuated over time, the 
baseline apportionment w'as 50-50 on a legal entity basis prior to 
199 2.207 (.[.lig tjiiie^ Caterpillar had little incentive to have a more 

precise apportionment because all profits on parts were immediately 
taxable in the United States by operation of Subpart F. In 1992, the 
marketing companies’ share was set at 4% of the profit of the 30% profit 
margin for non-U. S, parts sold in their region, which translated into 
roughly 13% of those non-U. S. parts profits."®'* That profit allocation for 
COSA continued until 1999. 

eSARL. In 1 999, as part of the Swdss tax strategy that is the focus 
of this Report, COSA and several other Sw'iss affiliates’ assets and 
business activities were consolidated into a renamed Swiss entity. 
Caterpillar SARL (CSARL)."®'’ Since then, CSARL has served as 
Caterpillar’s leading Swiss affiliate. It has continued to perform the 
same marketing functions as COSA, and the EAME regional marketing 


related systcm.s. “Caterpillar Inc. Completes Acquisition orTurbomach S.A.." (6/17/2004), 
PRNewswire , http://vvww,pmc\vsvvirc.com/i]ews-rcicascs./calcrpillar-inc-completes- acquisilion- 
of-turbomach-sa-75032792.html. 

1 2/,3/201 3 Calci'i^illar response to Subcommittee Questionnaire. CAT-000270 - 298. at 28 1- 
294. 

4/18/1996 “Caterpillar Inc. Evaluation ofArmbs Length Pricing for Intercompany 
Traiusactions Year Ended December 31. 19943' P\vC_CAT PSI... 00008634 - 880. at^673-. 
12/19/1996 "Caterpillar Inc. Evaluation of Arm's Length Pricing for intercompany Transactions 
Year Ended December 31, 1995." PwC_CAT_PSL0000888i - 9104. at 9 ! 6-9] 7; 3/7/20! 4 "In 
the Matter of Caterpillar Inc..'' Caterpillar ITxperl Witness Report. .lohn P. Stcincs. .Tr.. Professor 
of Law, New York University, at PS 1-Catcrpi liar- 17-000003 - 023, al 006. 

3/7/2014 “In the Matter of Caterpillar Inc.." Caterpillar Expert Witness Report. John P. 
Sleines. Jr.. Professor of Law. New York University, at PSI-Caterpillar-l 7-000003 - 023. at 006. 

Subcommittee interview of Steven Williams, PWC (2/19/2014). 

1 2/1 9/1 996 “Caterpillar Inc. Evaluation of Ann's Length Pricing for Intercompany 
'I'ransactions Year Ended December 31, 1995." PwC_CAT_PSI_0000888l - 9! 04. at 959. 

2/16/2010 "Caterpillar Inc. CSARL Permanent File Chronological I lislorv: 1999-20103' 

PwC PSI CAT 00003406 -463, at 407. 



209 


46 

work is the focus of the vast majority ofCSARL employees in 
Switzerland today.*'® In 2000, Caterpillar made the head of the SAME 
Distribution Division a Vice President reporting to the Customer and 
Dealer Support Group President.*" That division head has been loeated 
in Switzerland at CSARL. The division head’s duties were described by 
Caterpillar as “in charge of marketing of all Caterpillar Products, parts 
and services in the Europe, Africa, Middle East and Commonwealth of 
independent States Region.”*'* As part of that marketing work, CSARL 
has continued to support Caterpillar’s non-U. S. dealer network with 
respeet to parts. Its duties have included helping to ensure dealer 
inventories have the parts they need, supporting Caterpillar’s 
commitment to deliver needed parts within 24 hours, and acting as a 
liaison between the dealers and Caterpillar parts personnel in the United 
States.*"' CSARL has also maintained the Singapore branch which, 
today, has about 400 employees. 

In addition, as part of the 1999 transaction, CSARL was designated 
as Caterpillar’s “global purchaser” of purchased finished replacement 
parts (PFRPs), the Caterpillar replacement parts manufactured by third- 
party suppliers. It took over that role from Caterpillar Inc., the U.S. 
parent corporation. Acting as the initial purchaser of parts, CSARL 
either instantaneously resold the PFRPs to Caterpillar in the United 
States or sold them over time to non-U. S. independent dealers. 
Caterpillar affiliates, or customers, as explained in more detail below. 

Initially, CSARL became the nominal PFRP purchaser for the 
EAME region. Then, from 1999 to 2003, Caterpillar, the U.S. parent, 
designated CSARL as the nominal PFRP purchaser for more and more 
of its geographical regions, executing a series of licensing agreements 
with its Swiss affiliate.*"’ The licensing agreements generally directed 
that between 4% and 6% of the sales of licensed products by CSARL be 
paid to Caterpillar as a royalty.*"’ In addition, CSARL entered into a 
servicing agreement with Caterpillar Inc. to pay Caterpillar’s costs plus a 
5% markup, for the U.S, parent to continue to perform a number of core 
parts functions, including managing the worldwide parts inventory, 
supervising suppliers, forecasting parts demand, supervising parts 
logistics, and storing CSARl,-owned parts in the United States.*'" 


Subcommittee interview of David Picard, Caterpiliar (3/4/20! 4}. 

12/3/2013 Caterpillar response to Subcommittee Questionnaire. C/\T-000270 - 298. at 2S4. 

Id. 

Subcommittee interview of David Picard. Caterpillar (3/4/2014). 

3/7/2014 ‘in the Matter ol'Caterpillar Inc.," Caterpillar Expert Witness Report, ,Iohn P. 
Steines, .Ir.. Profes.sor of Law, New York University, at PSI-Catetpillar-l 7-000003 - 023, at 006, 
1/16/2003 Caterpillar's legal counsel ntcniorandum ‘'tiistoty of Significant Changes in 
International Operations (Not Inclusive of Einancing 'YtTangenicnts) 1997 - 2002." PSI-TWLF- 
02-000423 -436. 

3/7/2014 "In the Matter ofCateqrillar Inc.," Caterpiliar Expert Witness Report, .fohn P. 
Steines, .Ir.. Professor of Law. New York University, at PSI-Caterpillar- 17-000003 - 023. at 007. 
‘'Md. 
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CSARL was unable then or now to perform those parts functions itself, 
lacking the necessary personnel, infrastructure, and expertise, 

After the CSARL transaction, in 2000, Caterpillar relocated three 
regional Product Managers who worked on machines and products used 
in the EAME region, moving them from France and Belgium to 
Switzerland.*'* Most of the company’s Product Managers, however, 
have continued to w'ork in the United States. In 2009, after the IRS 
issued new regulations requiring foreign affiliates of U.S. manufacturers 
to meet certain requirements to avoid Subpart F taxation. Caterpillar 
assigned one global Product Manager to CSARL.*"’ In addition. 
Caterpillar created a new position at CSARL for a “Worldwide Parts 
Manager” which was filled by Quentin de Waiiincourf who w'as already 
working in Switzerland.*'" Mr, de Warlincourt was the first worldwide 
parts manager stationed in Switzerland. He was charged with 
establishing an “overall parts strategy” in consultation w'ith Caterpillar 
Inc.’s Executive Office and acting as a liaison among Caterpillar 
business units involved with parts management, as explained in more 
detail below."' He reported to Stephen Gosselin, head of the Customer 
Serviees Support Division, in the United States. Over the next five 
years, Mr. de Warlincourt assembled a staff of live to twelve persons in 
Switzerland.^'^ Caterpillar witnesses told the Subcommittee that having 
a more localized worldwide parts manager resulted in operational 
efficiencies due to greater knowledge and awareness of local supply 
needs.'"'* He was recently replaced by Thomas Zihimann, w'ho is located 
in Switzerland and whose job title has been changed to Worldwide Parts 
Strategy Manager,'*'' 

At the Subcommittee’s request. Caterpillar provided information 
about the total number of its Sw iss employees involved with the 
“purchase, storage, movement, and sales of replacement parts.”"'’ 
Caterpillar indicated that, of the 8,300 Caterpillar employees involved 
wdth those functions in 2012, about 66 were located in Sw'itzerland. 
Caterpillar indicated that, of those 66 Swiss employees, 1 0 w'ere 
involved with “parts pricing” and about 56 worked for the EAME 
Distribution Services Division.'"" 


■'* 12.'.3/2013 Caterpillar re.sponsc to Subcommittee Questionnaire, C.'\T-000270 - 298. at 281- 
282. 

""" 1/2010. ’X'aterpillar Inc. CSARL 2009 activities Report to Audit Team." 000038.30 - 875. at 
832. 847. 

12/3/2013 Caterpillar re.sponse to Subcommittee Questionnaire, at CAT-000270 - 298, at 286. 
3/15/2010. "'Caterpillar Inc. Worldwide Parts Management Final Closing Book. Draft V'er.sion 
as^of .March 1 5, 201 0." PwC PSi _CAT^00003876 - 41^68, at 906-907. 

Subcommittee interview of David Picard, Caterpillar {3/4/2014). 

f' id. 

3/27/2014 Information provided bv Caterpillar to the Subcommiltec, PSI-Caterpiilar-21- 

000001 - 002 . 

12/3/2013 Caterpillar response to Subcommittee Questionnaire, at CAT-000270 - 298. at 279. 
Id. 
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IV. EMPLOYING A SWISS TAX STRATEGY TO AVOID 

E.S. TAXES 

Since the company’s inception. Caterpillar’s replacement parts 
business has operated as a “U.S. centric” business, led and managed 
primarily from the United States. FYiorto 1999, Caterpillar reported 
85% or more of the profits from the sale of its replacement parts to non- 
U.S. customers as taxable U.S. income, while attributing 15% or less of 
the profits to its Swiss affiliate and other marketing companies. At that 
time, even the portion of the profits attributed to its market companies 
was included on Caterpillar’s U.S. tax return as taxable income under 
Subpart F. Beginning in 1998, however. Caterpillar’s tax department 
paid millions of dollars to PricewaterhouseCoopers (PWC) and 
McDermott Will & Emery to develop and implement a tax strategy to 
lower the company’s global taxes. PWC designed a Swiss tax strategy 
to direct the lion’s share of Caterpillar’s non-U. S. purchased finished 
replacement parts (PFRP) profits away from the United States to 
Switzerland, where Caterpillar had negotiated an effective tax rate of 4% 
to 6%,*^’ lower even than the Swiss federal statutory rate of 8.5%.'** 

In 1999, Caterpillar implemented the Swiss tax strategy, which it 
called the Global Value Enhancement or “GloVE” program. As part 
of that program, it renamed a Swiss subsidiary Caterpillar SARL 
(CSARL) which became the nominal recipient of the purchased finished 
parts profits and enabled Caterpillar to direct those profits away from the 
United States to Switzerland.*'’® Like its predecessor, CSARL also 
served as a marketing company, supporting Caterpillar’s independent 
dealers in Eiurope. Over time, CSARL was also assigned responsibility 
for other Caterpillar marketing companies around the globe, and 
Caterpillar directed their parts revenues to Switzerland as well. By 
2008, approximately 45% of Caterpillar's consoFidated revenues and 
43% of its profits had been shifted to CSARL, an entity w'ith less than 
one half of one percent of CAT’s 1 1 8,500 employees.®'^' As a result, 
over the next thirteen years, from 2000 to 2012, Caterpillar shifted U.S. 


8/30/2013 Caterpillar re,sponsc to Subcommittee Questionttaire. CAT-000070; 12/3/2013 
Caterpillar response to Subcommittee Questionnaire, CAT-()00270 - 274. When asked about the 
tax rate that Caterpillar paid in Switzerland, the PWC partner who led the tax consulting elTorls 
and was also inN’olved in Caterpillar's transfer pricing issues told the Subcommittee that 
Caterpillar had received a Swiss Government ruling that allows it to pay the statutory rate on 
only 20% of its non-Swiss source income, resulting in an elTeclivc tax rate or4%. Subcommittee 
interview of 'I'homas Quinn. PWC (I0/2/2013). 

i2/3/''20I3 Caterpillar response to Subcommittee Questionnaire, CA'r-OOn270 - 298. at 270. 

10/2>/!999 "Caterpillar Ine. Global Value Enhancement Project Draft." 

PwC PSI CAT_ 00004483 - 530. 

See 8/22/2008 ’'Delivering Vision 2020 Value Transformation: An After-Tax View,'’ 
P\vC_PSI_. CAT 00058419 - 472. at 429 and 449. 

7/30/2008 PWC Presentation. ’’Caterpillar Sari Overview.’’ PvvC_PSi__CAT_00065585 - 610. 
at 589. 
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taxable income of more than $8 billion offshore to Switzerland and 
deferred or avoided paying U.S. taxes totaling about $2.4 billion. 

A. Adopting the Swiss Tax Strategy 

PricewaterhouseCoopers is Cateipillar’s longtime auditor, having 
provided auditing services to the company since the 1920s, primarily 
from its offices in Chicago. In the 1990s, in addition to serving as 
Caterpillar’s independent auditor, PWC provided the company with 
special tax consulting .services designed to reduce its global taxes. 

GTOP Review. In the late 1990s, PWC offered clients a program 
through its tax consulting services group known as the “Global Tax 
Optimization Program” (GTOP).'^’ As part of that program, PWC 
offered to review a client’s business operations to identify potential tax 
savings. The goal of G fOP was to conduct a comprehensive assessment 
of the company’s tax practices at the state, national, and international 
levels, identify tax inefficiencies, and recommend ways to change its 
operations to lower its overall tax payments. PWC described the 
program as “a coordinated, tailored approach to achieving [a company’s] 
lowest sustainable tax rate.”’’^’ 

In 1997, PWC tax consulting services and Caterpillar began 
discussions regarding a potential G'fOP review of Caterpillar’s business 
and tax practices."’*’ In 1998, Caterpillar agreed to conduct the GTOP 
review, but did so by engaging a law firm, McDermott Will & Emery, 
which in turn engaged PWC on Caterpillar’s behalf to conduct the 
review.”’ Caterpillar relied on McDermott Will & Emery for tax 
advice. PWC initiated the GTOP review that same year. Internally, 
Caterpillar called the PWC tax reduction program the Global Value 
Enhancement (GloVE) program."’’’ 

Five Year Effort. PWC’s tax review and tax reduction strategy 
for Caterpillar took about a year to complete; implementing the tax 
strategy took several more years, for a total of nearly five years, from 
1 998 to 2003. Caterpillar’s tax department was the driving force behind 


Subcommiltcc inlcrvic%v ofThomas Quinn, PWC (10/2/2013). 

Id, 

' 4,/14/1998. PWC prc,scnlation to Catcrpiiiar. '‘Global 'ra.\ Optimization." 

PwC_PSi CAT 00004S92. at 895. 

Subcommittee interview ofThomas Quinn, PWC (10/2/2013). 

1 1/13/2006 Pricewaterhou-scCoopcrs National Office memorandum. ‘Independence 
Consultation Database," PS I-l'WLF-2] -000228 - 231. at 229; Subcommittee interview of 
Thomas Quinn. PWC (10/2/2013). 

Subcommittee interviews of Thomas Quinn, PWC (10./2/2013) and James Bowers. PWC 
(l/23,/2014). 
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the company’s decision to adopt PWC’s recommended tax strategy. 

The tax department paid for the tax consulting services provided by 
PWC and McDermott Will & Emery as well as the business division 
costs associated with the CSARL structure.*'’*’ Caterpillar has estimated 
the total five-year cost at over $55 million.*'” 

The bulk of PWC’s substantive work occurred in the first two 
phases of the program: the “analyze phase’’ and the “develop phase.’’*'** 
The analyze phase involved PWC’s examining Caterpillar’s tax 
practices and the business and operational factors driving its value and 
tax liability and identifying vvays to lower its effective tax rate. The 
develop phase involved PWC’s providing a specific set of 
recommendations as well as an operational feasibility analysis and a 
cost-benefit analysis of its proposals.*^* 

According to PWC, during the initial analyze phase in 1 998, PWC 
conducted an extensive set of interviews with Caterpillar’s executive 
office and business unit leaders to assess the views of Caterpillar’s 
corporate olficials regarding the direction of the company.* '* This 
process also involved on-site visits to Caterpillar facilities, both inside 
and outside the United States. 

Swiss Tax Strategy Proposed. Sometime in 1998, PWC 
submitted a report to Caterpillar containing a summary of ideas to 
reduce Caterpillar’s tax liability.*'’' In the report, PWC presented 
Caterpillar with a list of 49 potential strategies to lower the company’s 
effective tax rate."'**’ One of the report’s key proposals focused on 
Caterpillar’s replacement parts business, which produced a .steady 


Depo.sition of Sally Slilo.s in Schiick.suD v. Catc roillar. PSl-T\V[.F-l 1-0001 1.1-1 14. at 106- 
1 07; Subcommitlce interview of Robin Beran. Caterpillar. Chief Tax Officer (10/1 8.''201 3). 

Subcommittee interview of Robin Beran, Caterpillar (10./! 8/2013}. See also August 2008 
email chain among Robin Beran. Rodney Perkins, and others indicating that the tax department 
paid business unit costs for implementation, management, and inventory ownership related to 
CSARL. Mr. Perkins. Caterpillar International 1'ax Manager, wrote: "|C]harges were primarily 
implementation, then they became primarily maintenance. We've [tax department! P^^ying 
for botli .since Day I 8/21/2008 email chain among Caterpillar tax department personnel. PSl- 
TWLF-02-0()l 625 - 628. It al.so appears that the tax group in Geneva paid for the software 
package to keep track of CSARL's legal entities and financial statements. Deposition of Rodney 
Perkins in Schlicksup v. Caterpillar . PSI-TWLF- 10-000004, at 077-078. 

3/21/2014 email from PWC's legal counsel to Subcommittee. "Response regarding fees." 
PSl-PWC-22-000001 - 003. 

Subcommittee interview of Thomas Quinn. PWC (10/2/2013). 
id. 

f 

Sec undated PWC presentation to Caterpillar, "Caterpillar GTOP Summary of Ideas." 

PwC PSI CAT 00004566 - 631. See also 7/14/1 998 email from Steven Williams, PWC. to 
Thomas Quinn. PWC. and olhcrs. PwC PSI_CAT_00204970 - 974 (listing three initial ideas: 
removing Caterpillar from the parts supply chain, increasing the profit margin on parts, and 
reducing the profit margin on machines). 

Sec undated PWC presentation to Caterpillar. "CATERPILLAR GTOP Summary of Ideas." 
PwC PSl CAT 00004566 - 631. 
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stream of taxable profits for the company. Under the then existing 
system, third party manufacturers made the replacement parts and sold 
them to the U.S. parent company, which then sold the parts to its 
marketing companies for subsequent resale to Caterpillar’s non-U. S. 
independent dealers, fhe inclusion of the U.S. parent in the transactions 
meant that the parts’ sales revenues were included on Caterpillar's U.S. 
tax return and also subject to tax under Subpart F. PWC proposed 
deferring or avoiding that tax by “remov[ing] Caterpillar Inc. from the 
chain of title passage for purchased finished parts (from U.S. or foreign 
sources) sold to foreign marketers,” and replacing the U.S. parent with a 
new Swiss entity as the direct purchaser of the third party manufactured 
replacement parts. 

PWC explained to the Subcommittee that, by removing the U.S. 
parent, Cateipillar Inc., from the chain of title for third party 
manufactured parts sold to non-U. S. customers. Caterpillar would no 
longer have two related entities transacting business with each other in 
the supply chain. According to PWC, if Caterpillar Inc. were 
removed and replaced by a non-U. S. entity, such as a Swiss corporation. 
Subpart F’s foreign base company sales rules would no longer apply, 
and the offshore income would no longer be immediately attributed to 
Caterpillar Inc. as a sale and therefore taxed in the United States. 

Instead, the funds could be attributed to Switzerland, and Caterpillar 
would be able to defer paying any U.S. taxes on that income simply by 
keeping it offshore, avoiding the Subpart F provision that was intended 
to capture this kind of income. Moreover, by attributing the income to 
Switzerland, PWC reasoned that Caterpillar could take advantage of the 
very low tax rate of 4% that the companv had negotiated with that 

, 249 

countiy. 

PWC documents proposing the tax strategy stated that it involved 
only “relatively simple re-invoicing requirements.”’’^'* Caterpillar and 
PWC told the Subcommittee that the tax strategy required few- changes 
in the company’s business operations, because its non-U. S. marketing 
companies were already selling the third party manufactured 
replacement parts to its non-U. S. dealers. They characterized the tax 
strategy as aligning the company’s tax structure wdth sales practices 
already in place. 


Id. See also 9/1998 PWC report. "Caterpillar Inc. Global ’i'a-x Optimization Case for Action." 
PvvC_PSl_ CAT 00004632. at 674 (describing the proposal as PW("s "Solution "1" lo reduce 
Caterpillar's taxes). 

" Subcommittee interview of Thomas Oninn. PWC (10/2/2013). 

Id. In addition, if the Swiss affiliate were to receive dividends or royalties from lower tier 
Caterpillar affiliates, it would be able to use the U.S. check-the-box rules to ensure those entities 
were disregarded for U.S. tax purposes and. again, avoid Subparl F taxes. 

Undated PWC presentation to Caterpillar. '‘Caterpillar GTOP Summary of Ideas." 
P\vC_PSI_CAT_00004566 - 631. at 61 8; 9/1998 PWC report, "Caterpillar Inc. Global Tax 
Optimization Case for Action." PwC_ PSI_CA1'_00004632. at 674. 
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Caterpillar, with the approval of its executive steering committee, 
which was comprised of business executives including the CFO, adopted 
PWC’s recommended tax strategy.*'' Caterpillar also decided, at the 
same time, to realign its European manufacturing operations, moving 
their headquarters to Geneva. Its decision led to the execution of a 
series of licensing and servicing agreements between Caterpillar Inc., the 
U.S. parent, and CSARL, its Swiss affiliate, as described below. 

Auditing Its Own Tax Strategy. At the same time PWC was 
providing Caterpillar with tax consulting services and advocating the 
Swiss tax strategy, PWC continued to act as Caterpillar’s independent 
auditor. Independent auditors are typically charged with reviewing a 
corporation’s financial statements and expressing an opinion on whether 
they fairly present the corporation's financial position under generally 
accepted accounting principles.* * PWC performed that function with 
re.spect to Caterpillar’s financial statements, w-hich included reviewing 
Caterpillar’s estimates of the company’s tax liabilities. As part of that 
review, PWC auditors were responsible for auditing and approving the 
company’s use of the very tax strategy developed, advocated, and sold to 
Caterpillar by their PWC colleagues. 

PWC’s actions occurred prior to enactment of the Sarbanes-Oxley 
Act of 2002, which targeted various conilicts of interests that arise when 
a public accounting firm performs auditing and other services for a 
client, including tax consulting services, for the same corporation at the 
same time.^"’’’ Prior to its enactment, federal regulations did not place 
any restriction on accounting firms providing both audit and tax 
con.sulting services contemporaneously. After its enactment, a public 
accounting firm was permitted to perform those services concurrently 
only if approved in advance by the client corporation’s Board of 
Directors Audit Committee."''' PWC told the Subcommittee that, both 


Id. 

Sec. e.g.. /\U Section 1 10. Rc.sponsibi!ilies and function.s of the independent .'\uditor. Public 
Company Accounling Oversight Board (PCAOB) website, 

littp://pcaobus.org/Slanclards./Audiling/Pages/AU I lO.aspx “AU'‘ is a rcierence to "audit" 
standards. 

Sarbanes-Oxley Act of 2002, Pub. L. 107-204, 1 16 Stat. 745. i07lh Cong. (2002). 
id. at § 20! (a). codiHcd at 1 5 l.fS.C. ij 78j-l(h). PCAOB auditing standards relating to 
independence and advising on tax transactions include the following: 

RULE 3520. Al.rDn'OR INDEPENDENCE, A registered public accounting firm and 
its associated persons must be independent of the firm's audit client throughout the audit 
and professional engagement period. 

RULE 3522. TAX TR.ANSACTIONS. A registered public accounling firm is not 
independent of its audit elient if the firm, or any affiliate of the firm, during the audit and 
professional engagement period, proYide,s any non-audit service to the audit client related 
to marketing, planning, or opining in favor of the tax treatment of. a transaction - 

(a) Confidential Transactions - that i.s a confidential transaction; or 

(b) Aggressive Tax Position Transactions ~ that was initially recommended, 
directly or indirectly, by the registered public accounting firm and a 
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before and after enactment of the Sarbanes-Oxley Act, the Caterpillar 
Audit Committee approved PWC’s contemporaneous delivery of 
auditing and tax consulting services for the company 

At PWC, the auditing team included a tax partner, James Bowers, 
who was responsible for assisting the audit team in auditing Caterpillar’s 
financial statements, including Caterpillar’s estimates of the company’s 
tax liabilities based in part on its implementation of the Swiss tax 
strategy. Mr. Bowers told the Subcommittee that he initially introduced 
PWC’s GTOP team to Caterpillar and attended the initial 
presentation."'^* He also indicated that, for a three-year period from 1999 
to 2002, while he was assisting with the audit of Caterpillar’s financial 
statements, he also spent up to one-third of his time working on “GloVE 
implementation,” meaning implementation of the Swiss tax 
strategy."*' He said that his primary role involved explaining the details 
of Caterpillar’s business operations and structure to PWC’s tax 
consultants. Mr. Bowers said that, by 2003 or 2004, his work level on 
the Swiss tax strategy had “dropped significantly.” In addition, he told 
the Subcommittee that, during the course of his audit work at Caterpillar, 
he conferred on issues related to the Swiss tax strategy with the same 
PWC tax consultants who had helped to design and implement it. 
According to Mr. Bowers, he performed an independent analysis of the 
Sw'iss tax strategy and concluded that it complied with the U.S. tax 
code.^** He also told the Subcommittee that he did not memorialize his 
analysis of the Swiss tax strategy by putting it in writing."*'^ 


significant purpose of which is lax avoidance, unless the propo.sed tax 
treatment is at least more likely than not to be allowable under applicable lax 
taws. 

RULE 3524, AUDIT COMMITTEE PRE-APPROVAL OF CERTAIN TAX 
SERVlCl.-iS. In connection with seeking audit commiUec pre-approval to perform for an 
audit client an)' permissible tax service, a registered public accounting llrm shall - 
(a) describe, in w riting, to the audit committee of the issuer - 

( 1 ) the scope of the service, the fee structure for the engagement, and any side 
letter or other amendment to the engagement letter, or any other agreement 
(whether oral, written, or otherwise) between the firm and the audit client, 
relating to the ser\'ice; and 

(2) any compen.sation arrangement or other agreement, such as a referral 
agreement, a referral fee or fee-sharing arrangement, between the 
registered public accounting fimi (or an affiliate of the firm) and an)^ 
person (other than the audit client) with respect to the promoting, 
marketing, or recommending of a transaction covered by the sciA-ice; 

(h) discuss with the audit committee of the issuer the potential effects oftlre 
services on the independence of the firm; and 
(c) document the substance of its discussion with the audit committee of the 
issuer. 

Subcommittee interview of .lames Bowers. PWC (1./23./2014). 

Id. 

Id. 

Id. 

Id. 
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$55 Million Tax Strategy. From 1998 to 2004, Caterpillar paid 
PWC over $80 million in tax consulting fees, including over $55 million 
related to the development and implementation ofthe Swiss tax strategy 
involving CSARL.“'^” From 2000 to 2012, Caterpillar also paid PWC 
another $200 million in auditing fees.'®' 

The Swiss tax strategy immediately lowered Caterpillar’s effective 
tax rate. A 20 1 0 “Global Tax & Trade Update” prepared by 
Caterpillar’s Global Finance and Strategic Support Division reported 
that the company’s “F.ffectivc Tax Rate ha|dj dropped to lowest in the 
Dow 30.”'®' It summarized the effective tax rate “drivers” as “Losses in 
high-tax countries. Profits in low.”'®’’ According to Caterpillar, to date, 
the Swiss tax strategy has enabled the company to defer paying U.S. 
taxes of at lca.st $2.4 billion.'®'* 

B. Shifting Profits from United States to Switzerland 

As described earlier. Caterpillar developed its third party 
manufactured replaeement parts business, whieh included parts design, a 
reliable third party supplier base, effective parts forecasting and 
inventory management, a worldwide parts distribution netw'ork, and an 
effective parts delivery system, over the eourse of decades. PWC’s 
Swiss tax strategy did not attempt to ehange any of those operational 
details. Instead, it focused on changing the legal entity that served as the 
paper owner of Caterpillar's replacement parts and the recipient ofthe 
non-U. S. parts profits. 

Original Legal Title Chain. Prior to the creation of CSARL in 
1999, Caterpillar Inc., the U.S. parent corporation, bought the purchased 
finished replacement parts (PFRPs) needed for Caterpillar machines 
directly from the third party suppliers that manufactured the parts for the 
company.'®’"’ Caterpillar often designed replacement parts that fit only 
Caterpillar machines, retained ownership of and patented the designs, 
and contracted with third party suppliers to manufacture them.'®® Many 
of the PFRP third party suppliers were located in the United States in 
close proximity to the Caterpillar manufacturing plants that produced its 


.3/2 1/20 14 email I’rtim PWCVs legal coun,scl to Subcommittee. "Response reearding ree.s,'' 
PSl-PWC-22-000001 - 003, 

Id. 

4/13/2010 "Global ’lax & Trade Update," P\vC_PSLC.AT_00205974 - 990. al 97,5. 

Id. at 979. 

12./3/2013 Caterpillar response to Subcommittee Questionnaire. CA’r-000270 - 298. at 298. 
See 3/7/2014 'in the Matter of Caterpillar Inc. 3’ Cateri^iliar K-xpert Witness Report by .lohn P. 
Steines. Jr.. Professor of Law. New York l.iniversilv. at PSNCaterpii!ar-l 7-000003 - 023. at 00.5- 
006. 

12/19/1996 ''Calerpiilar Inc. Evaluation of Arm's Length Pricing for Intercompany 
Transactions Year Ended December 31. 1995." PwC CAT PSl 0000888! -9104. at 921, 
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machines.^'’' In fact, at the time of the CSARL transaction in 1 999, 
according to a Caterpillar document, it appears that out of $853 million 
in parts sales, $712 million or 83%, were obtained from the United 
States. Although Caterpillar has since taken steps to globalize its 
supplier base, in 2012, nearly 70% of the finished parts purchased by 
CSARL, for sale to foreign customers still came from the United 
States.*®'" 


Prior to 1 999, Caterpillar w'as the initial buyer of its third party 
manufactured replacement parts, and if the replacement parts were to be 
sold in Europe, Africa, or the Middle East (EAME region), Caterpillar 
typically sold the parts to its affiliated marketing company, Caterpillar 
Overseas S.A. (COSA), which was incorporated in Switzerland.*'® 
COSA, in turn, sold the parts to Caterpillar’s independent foreign 
dealers in the EAME region.®’’ 'fhc non-U. S. PFRP legal title and 
supply chain was typically as follow's: 

Third party supplier -> Caterpillar Inc. (US) 

COSA non-US independent dealer 

Caterpillar’s profits from its non-U. S. parts sales w'ere taxable in the 
United States; COSA’s profits were also taxable in the United States as 
foreign base company sales income under Subpart F.* '* 

Caterpillar also manufactured some of its own replacement parts, 
which it referred to as ‘Svorked parts” to distinguish them from the 
purchased finished replacement parts manufactured by unrelated third 
party suppliers. The legal title and supply chain for the worked parts 
was as follows: 

Caterpillar Inc. (US) COSA non-US independent dealer 

The supply chain for Caterpillar’s worked parts did not change and has 
continued to function unaltered except for the substitution of CSARL for 
COSA, including for worked parts sold offshore. Sales income from 
those Caterpillar parts continues to be included on the company’s U.S. 
tax return. 


Subcommittee interview of W'illiam Springer. Caterpillar (1 1/7./201 3); .sec also Craig 1'. 
Bouchard & James V. Koch. The Caterpillar Way , at 200 (2014). 

.5,/28/1999 '"Global Value Enhancement Development Phase Status Report.” 
PwC_PSl_CAT_00004349 - 4.S.5. at 365. Caterpillar uses the term "sourced" to indicate that an 
item was procured from that country or region. 

3/7/2014 Caterpillar response to Subcommittee Questionnaire. CAT*00! 866 - 2264, at 866. 
See 3/7/2014 "'In the Matter of Caterpillar Inc. A Caterpillar Expert Witness Report, John P. 
Steines- Jr.. Professor of Law. New York l.hiiversity. at PSI-Caterpillar-1 7-000003 - 023. at 005- 
007. 

Id. 

Id. at 003 - 004. 
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Caterpillar’s standard practice was to compensate the internal 
Business Divisions involved with the sales of its non-U. S. parts. Its 
practice was to assign a routine profit to the divisions that performed 
routine business services and the residual profits - sometimes called 
“entrepreneurial” profits - to the divisions that contributed directly to 
the creation of those residual profits.’'' ’ According to Caterpillar, in its 
internal management books, Caterpillar treated COSA, the marketing 
company, as a routine parts distributor and gave it only a routine share 
of the non-U. S. parts profits.”'"* Other U.S. divisions were awarded the 
residual profits. At the same time, almost all of the profits, no matter 
which division received them, were typically included in Caterpillar’s 
U.S. tax return and taxed.”" The end result was that, from about 1994 to 
1999, Caterpillar’s internal management books matched Caterpillar’s tax 
books in terms of profit allocations.”^* 

(1) Altering the Legal Title Chain for Finished Parts 

Caterpillar’s implementation of the Swi.ss tax strategy required 
multiple steps over the course of four years between 1999 and 2003.^^^ 
They included forming CSARL, designating it as the nominal “global 
purchaser” of Caterpillar's finished parts in various licensing 
agreements, changing Caterpillar’s invoice systems, and assigning 
CSARL tolling agreements with two Caterpillar affiliates. 

Forming CSARL. CSARL was first formed under another name 
in 1997.^’* When Caterpillar decided to implement the Swiss tax 
strategy, CSARL was selected as the key Swiss entity and given a new 
name. According to PWC, CSARL is treated as a limited liability 


10/29/2007 “Caterpillar Inc. Transfer Pricing Discussion Items." I’wC PSI C/\T_ 00 1296.77 
646, al 640. See also SubcommiUcc interview oFThomas Quinn. l^WC (10/2, '201 3), 

Id. In comparison, re.sidual non-U. S. parts profits w^cre also assigned to Caterpillar's French 
and Belgian affiliates, wliich had manufacturing facilities. See also 10/29,.'2007 PWC slide 
presentation “Caterpillar Inc. Transfer Pricing Discussion Items." P\vC PSf_CAT 001 29637 - 
646. at 640. According to PWC. prior to Mr. Fites' setting the across-the-board share of 
accountable profits for Caterpillar marketing companies in 1992. Caterpillar had split the nnn- 
U.S. residual pans profits with the marketing companies on a 50/50 legal entity basis. The U.S, 
share of the sales profits were reported as U.S. taxable income on Caterpillar's U.S. lax relurn, 
while the marketing companies' share wiis also reported on Caterpillar's tax return as Subpart F 
income. Subcommittee Interview of Steven Williams, a PWC Managing Director (2/19/2014). 
*'■ Sec 3/7/2014 “In the Matter of Caterpillar Inc.," Caterpillar Expert Witness Report. .lohn P. 
Sleincs. Jr.. Professor of Law. New York University, at PSI-Caloqii!iar-l 7-000003 - 023, at 003' 
004. 

8/22/2008 ‘'Delivering Vision 2020 Value Transformation: An Aricr- fax View." 
PwC_^PSI_C AT 000584 1 9-472. 

Sec 2/16/2010 “Caterpillar inc. CSARL Permanent File Chronological Historv: 1999-2010." 
PwC_PSI_CAT_000034(}6 - 463. al 407. 

See 3/7/2014 “In the Matter of Caterpillar Inc.." Caterpillar Expert Witness Report. John P. 
Slcines, Jr,, Professor of Law. New York University, al PSJ-Caterpillar-l 7-000003 - 023, at 003, 
CSARL acquired its current name in 1999. in connection with the implementation of the PWC 
tax strategy. 
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corporation - a Swiss SARL - for Swiss tax purposes, but as a limited 
liability partnership for U.S. tax purposes. In connection with the tax 
strategy, CSARL was set up with six members or partners, all of which 
were Caterpillar foreign affiliates.^*® The six were COSA, Caterpillar 
Overseas Credit Corporation SARL, Caterpillar Overseas Investment 
Holding SARL, Caterpillar Commercial Holding SARL, Caterpillar Asia 
Pacific LP, and Caterpillar Product Development SARL. In 1999, each 
of the six partners contributed assets and business activities to CSARL, 
which emerged as Caterpillar’s leading Swiss affiliate."*' Later, 
Caterpillar added a seventh CSARL member. Caterpillar International 
Investment SARL."*" 

In 2006, Caterpillar reorganized its affiliates and added several 
new intermediate owners betw'cen itself and CSARL. The new owners 
were generally shell corporations located in tax havens, including 
Bermuda, Luxembourg, and Switzerland; all were affiliated w'ith and 
ultimately owned by Caterpillar Inc. in the United States."*" They 
included, in addition to COSA, Caterpillar International Ltd. of 
Bermuda; Caterpillar Holding l,td. of Bermuda; Caterpillar Luxembourg 
SARL of Luxembourg; and Caterpillar Commercial Holding SARL."*'* 
The following chart depicts CSARL’s current ownership. 


^”2/16/2010 "'Caleipillar Inc. C.S.ARL Permanent File Chronological History: 1 999-201 0." 
PwC_PSi_CAT_00003406 - 463. at 406. "SARL" stands for Societe a rcsponsabilite limitec. a 
type of private limited liability corporate entity that exists in Switzerland. France, and a few 
other countries. A SARI, is a company whose liability is limited to the contributions of its 
members. !t is comparable to a limited liability partnership in the United Slates. See also 
3/7,/2014 ‘in the Matter of Caterpillar Inc..“ Caterpillar Expert Witness Report, .lohn P. Sleines. 
.Ir,. Professor of Law. New York University, at PSI-Caterpillar-l 7-000003 - 023. 

2/16/2010 ‘‘Caterpillar Inc. CSARF, Permanent File Chronological Hi,stor>': 1999'2010.’’ 
PwC PSi CAi" 00003406 - 463. at 406 (CSARL is treated as a partnership ibr U.S. tax 
purposes and is owned directly or indirecllv (through disregarded entities) by controlled foreign 
corporations that arc directly or indirectly owned by Caterpillar). See also 3.7,/2014 “In the 
Matter of Caterpillar lnc..“ Caterpillar Expert Witness Report. John P. Stcines. .Jr.. Professor of 
Law. New York University, at PSl-CaterpilIar-1 7-000003 - 023. 

Sec 2/16/2010 ‘'Caterpillar Inc. CSARL Permanent File Chronological Flistory: 1999-2010." 
PwC_PSI_CAT 00003406 - 463. at 407 and 41 1. 
at411. 

8/14/2013 Caterpillar response to Subcommittee Questionnaire. CA l'-OOGOOl - 065. at 01 1 - 
038. 

Id. 
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Caterpillar Ownership of CSARL 


Caterpillar Inc, 
(Delaware) 


Caterpillar Americas Co. 
(Delaware) 

i 

Caterpillar International Ltd, 
(Bermuda) 


Caterpillar Holding Ltd. 
(Bermuda) 

St 

Caterpillar Luxembourg SARL 
(Luxembourg) 

Y 

Caterpillar Overseas SARL (COSA) 
(Switzerland) 

± 

Caterpillar Commercial Holding 
SARL 

i 

Caterpillar SARL (CSARL) 
(Switzerland) 


Prepared by Permanent Subcommiltec on lnvcstigation.s. based on 8,d4,/201.3 Caterpillar 
response to Subcommittee Que.siionnairc. CAT-000001 - 065. at 01 1 - 0.i8, 


Designating CSARL as Global Parts Purchaser. In 1999, in 
accordance with the tax strategy designed by PWC, Caterpillar 
designated CSARL as the purchaser of its third party manufactured parts 
intended for sale outside of the United States. According to PWC, that 
designation resulted in two key changes. First, Caterpillar Inc., the 
U.S. parent corporation, was removed from the non-U. S. parts supply- 
chain, and replaced with CSARL which became the nominal “global 
purchaser” of PFRP parts."*’’ The new parts legal title chain was as 
follows: 


See 1 1/13/2006 PWC national office memorandum from Kevin Milcheli to Sltarad .lain. 
Xaterpillar Inc.." PSI-TWLF-21 -000001 - 265, at 229. 

id. See also 3/7/2014 "in Ihc Matter of Caterpillar Ine.,'" Caieipiilar Expert Witnes.s Report. 
,Iohn P. Steine,s. ,lr,. Profes-sor of Law, New York University, at PSI-Caterpillar-1 7-000003 - 023. 
at 005-006. 
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Third party supplier ^CSARL non-US independent dealer 


The only operational change required by the new legal title chain was 
that the third party suppliers had to remove Caterpillar Inc.’s name from 
the top of their parts invoices and replace it with CSARL, Similarly, 
Caterpillar had to change its systems to remove its name from the parts 
purchase orders and replace it with CSARL. Other than those paper and 
system changes, the physical aspects of the company’s activities in 
purchasing, storing, and shipping Catcipillar’s parts did not change. 

The tax consequences, however, were significant, according to 
PWC and Caterpillar. Because Caterpillar Inc. was removed from the 
legal title chain altogether, and CSARL bought the parts from and sold 
the parts to unrelated parties, PWC and Caterpillar claimed that the 
profits from those sales were no longer subject to Subpart F’s foreign 
base company sales rules, were not immediately taxable, and if kept 
outside of the United States could be protected from U.S. taxation 
through deferral.**' In the 1999 planning documents for the CSARL 
transaction, under a benefits analysis, PWC wrote that the CSARL 
transaction “will migrate profits from CAT Inc. to low-tax marketing 
companies.”’** PWC added that, by doing so: “We are effectively more 
than doubling the profit on parts.”'*'’ 

Executing Two Tolling Agreements. The second key change, 
according to PWC, was that CSARL entered into “tolling agreements” 
with Caterpillar’s two main European manufacturing operations in 
France and Belgium.*'* Those tolling agreements required Caterpillar’s 
French and Belgian affiliates to provide manufacturing services to 
CSARL in exchange for the cost ol their operations plus 7%. By 
limiting their profit margins to 7%, the tolling agreements shifted the 
residua! or entrepreneurial profits for the manufactured goods from the 
two manufacturing facilities in France and Belgium to CSARL in 
Switzerland.*’” In addition, the Product Managers for the machines 
produced by the French and Belgian facilities moved to CSARL. The 

See. e.g.. See .3/7/2014 'in the Matter of Caterpillar iiic,." Caterpillar Expert Witness Report, 
John P. Stcines. Jr.. Professor of Law. New York University, at PSI-Caterpillar- 17-000003 - 023. 
at 006 ("The restructuring simply removed Caterpillar from the outbound PFRP supply chain. 

As a result. Caterpillar earned no profits (other than royalties and fees paid by CTSARL described 
below’) from outbound PFRP sales, and CSARL's profits were no longer ta.\able under Suhpart F 
because there was no longer a related party (Caterpillar under the old structure) in the supply 
chain, which Section 9.^4(d) requires m a condition of foreign base company sales income.")- 

12/1998, Caterpillar Ine.. Globa! Ta.\ Optimization. Risk .Adjusted Benefit Analysis. Working 
Papers -^Draft 1." PWC-PS1-CAT-OOOOI336 - 671 . at 41 L 

Id, 01412. 

See 1 1/13/2006 PWC national office memorandum from Kevin Mitchell to Sharad Jain. 
"Caterpillar !nc.." PS1-TWLF-21-{)0(}001 - 265, at 229. See also 3/7/2014 "!n the Matter of 
Caterpillar Inc..“ Caterpillar Lxpert Witness Report. John P. Steines. Jr.. Professor of Law'. New 
York University, at PSUCaterpiilar-17-000003 - 023, at 004. 

1 1/30/2000 "European Manufacturing Initiative Caterpillar SARI.." 

PwC PS1_CAT_,000 1 6458 - 5 1 1 . at 502*^ 
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primary effect of the tolling agreements was to shift French and Belgian 
profits to Switzerland; they had relatively little effect on Caterpillar’s 
U.S. tax savings.^'*" 

Caterpillar and PWC told the Subcommittee that, as a result of the 
tolling agreements and CSARL’s new role as a “global parts purchaser,” 
and because of the increasing importance of non-U. S. sales and its 
foreign dealer network, CSARL had become more than a routine 
distributor of parts entitled to a routine share of the profits. Instead, 
according to Caterpillar and PWC, CSARL was also entitled to the 
residual profits associated with the parts it purchased and sold. 

In addition. Caterpillar and PWC claimed that CSARL had “newly 
recognized intangibles” associated w ith its marketing duties that had 
been present when COSA performed those duties, but had not been 
appropriately compensated. As a result. Caterpillar and PWC claimed 
that, as of 1999, Caterpillar could appropriately allocate 85% or more of 
the non-U. S. replacement parts profits to CSARL, instead of the 1 5% or 
less allocated to its predecessor, COSA. At the same time, as detailed 
below, Caterpillar decided not to change its internal allocation of profits, 
which decided employee incentive pay and bonuses; on Caterpillar’s 
internal management books, CSARL continued to receive credit only for 
the type of routine profits allocated to a parts distributor. For years after 
the CSARL transaction, as explained further belovv, Caterpillar’s 
internal profits allocation for business purposes no longer matched its 
profits allocation for tax purposes. 

(2) Licensing Intangible Rights In Exchange for 
Royalties 

In order for CSARL to replace Caterpillar Inc. in the parts legal 
title chain. Caterpillar engaged in a number of complex related party 
transactions. Beginning in 1999, in addition to the tolling agreements. 
Caterpillar, the U.S. parent, entered into a series of licensing agreements 
with its new Swiss affiliate, CSARL. Those agreements gave CSARL 
the right to manu facture and sell Caterpillar goods outside of the United 
States in exchange for paying certain royalty fees to its U.S. parent. The 
licenses generally permitted CSARL to “make, purchase, use, market, 
offer for sale, sell, and import” Caterpillar products, including 
replacement parts, in markets outside of the United States. 

vSec 8/22/2008 "Delivering Vision 2020 Value Transionnation: An After-Tax 
PwC _PSI_CAT_00{)58419 - 472. at 429. 

In the !Tiid-2000‘s. CSARL’s marketing companies became a cost center and profits became 
reallocated to the product groups. Subcommittee intcr\4e\v of Jananne Copeland. Caterpillar 

(10/30, /201,3). 

See, c.g,, 1/1/200! Second Amended and Restated License Agreement. CAT-000306 - 699. at 
373. See also 9,/23/20!3 letter from Caterpillar to Subcommittee. PSI-Caterpii!ar-()4-000001 - 
009. at 004, 
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First License Agreement. On September 1, 1999, Caterpillar Inc. 
and CSARL entered into their first license agreement for PFRPs and 
worked parts. The license gave CSARL certain exclusive and 
nonexclusive rights to buy PFRPs from third party suppliers and worked 
parts From Caterpillar, as well as the right to sell those replacement parts 
to non-U. S. customers in the Europe, Africa, and Middle East (EAME) 
region. In exchange for those rights, CSARL agreed to a pay a 1 5% 
royalty for PFRPs and a 7% royalty for worked parts to Caterpillar Inc. 
on net sales in the EAME region.*'^^ 

As a temporary aside. Caterpillar and CSARL also entered into a 
year-long purchasing agency agreement in which Caterpillar agreed to 
act as the purchasing agent for parts purchased from third party- 
suppliers.'’'^ That agreement permitted Caterpillar Inc.’s name to 
continue to appear on the PFRP purchase orders and invoices by making 
it clear that Caterpillar Inc. was acting on behalf of CSARL in relation to 
the third-party suppliers.'” That purchasing agency agreement, which 
ended after a year, provided Caterpillar with time to make systems 
changes so that the name on the purchase order and invoices could be 
changed to CSARL. 

Service Agreement. In addition to the licensing agreement, 
Caterpillar Inc. and CSARL. entered into a service agreement under 
which Caterpillar Inc, agreed to provide certain services for CSARL 
relating to the management and sales of replacement parts. The 
services specified by the agreement were extensive and included; 
developing service manuals, performing parts logistics and warehousing 
services; engaging in strategic parts planning; managing third-party 
suppliers within the United States (including visiting suppliers, 
negotiating terms, arranging for transportation, and conducting quality 
inspections); managing part flows such as inventory management 
worldwide; performing parts pricing determinations; maintaining 
accounting, shipping, customs and other records; processing parts 
returns; providing marketing eonsulting services for dealers; and 
covering inland freight charges for materials destined for U.S. contract 


1/16/2003 Caterpillar's legal counsel memorandum ‘'History orSignificant Changes in 
Internationa! Operations (Not Inclusive of Financing Arrangements) 1997 - 2002C PSl-TWLF- 
02-000423 - 436. at 423. 

Id. 

Id. at 427. See also 9/1/1999 Purchasing .Agency Agreement (unexecuted copy). 
PwC_PSi_CA7'_000.53632 - 641: “Reallocated Parts Purchasing Agreement. December I. 

1 999;’' CAT-000306 - 699. at 535-542. 

1/16/2003 Caterpillar’s legal counsel memorandum “History of Significant Changes in 
International Operations (Not Inclusive of Financing Airangements) 1 997 - 2002. ■' PSl-TWLF- 
02-000423 -436. at 427. 

Id. at 423-424. See also, c.g., 9/1/1999 FiOh Amended and Restated Services Agreement. 
CAT-000653 - 663, 
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packagers.^®' In essence, the service agreement required Caterpillar to 
eontinue to manage the parts business, since CSARL did not have the 
personnel, infrastructure or expertise to perform those functions. In 
exchange for providing those services, CSARL agreed to pay Caterpillar 
a fee equal to the cost of the services plus 5% of the costs.®®' 

Bundled License Agreement and Royalty Rate. Following that 
first licensing agreement for the EAMli region, CSARL entered into 
several similar agreements covering nearly all of Caterpillar’s offshore 
regions including Latin America, Canada, Mexico, India, Asia, 

Australia, and the South Pacific.’®^ The resulting tax planning led to the 
creation of 37 partnerships between CSARL and other Caterpillar 
affiliates.®®’' Ultimately, Caterpillar Inc. cancelled the individual 
licensing agreements and bundled all of the licenses and royalty 
payments into a single agreement resulting in a combined royalty rate 
for replacement parts and its prime products, including Caterpillar 
machines.®®'® The bundled royalty payment to Caterpillar Inc. involved a 
sliding scale that ranged from 4% to 6% of the combined net sales of 
Caterpillar parts and machines.'’®® The sliding scale was constructed so 
that the higher the total net sales, the higher the royalty rate. For the first 
five years of the bundled royalty agreement, CSARL paid a combined 
royalty of just under 4%, which then increased to 5% and ultimately to 


12/.'5/2013 Caterpillar respon.se to Subcomniilloo Oiicslkmnairc, C,'AT-000270 - 298. at 295 - 
296. A September 1 999 services ngreenient slated ihe services “shall include, but not be limited 
to: 1. Creation, translation, and dissemiiiaiittn ofservices manuals, .servdee literature, and other 
materials for replacement parts; 2. Inventory availability management; 3. Providing parts 
customer service to dealers (i.e.. dealer order inquiries, dealer order expediting); 4. Providing 
parts pricing determinations; 5. Processing of dealer parts returns; 6. Human resources 
assistance; 7. Mainicnanec and support with respect to information systems; 8. Marketing 
consulting (i.e., creation and support of dealer marketing programs); 9. Strategic planning; and 
10. Accounting services.'’ In addition with respect to CSARL inventory in H.S. warehouses: 

■’ll. Manage and monitor inventory levels worldwide and perform expediting services: 1 2. 
Arrange for transportation of CA f S.ARL goods; 13. General vvarchou.sing services and 
lacilitites for such; and 14. inventory management services at l.fS. warehouses." 9/1./1999 I'lfth 
Amended and Restated Services Agreement, CAT-00()653 - 663, at 661 . PWC’s initial planning 
document indicated that a payment would be made to Caterpillar Inc. in the United Slates for 
parts procurement and for management of the parts system. 12/1998. (.'alerpillur Inc.. Global Tax 
Optimization. Risk Adjusted Benefit Analysis, Working Papers - Draft 1," PwC-PSl-CAT- 
00001336 - 671, at 408. 

See, e.g.. 9/1/1999 Tit'th Amended and Restated Ser\iccs Agreement. CAT-000653 - 663. at 
663. Subcommittee interview ol fhomas Quinn, PWC (I0/2/20I3). 

1/16/2003 Caterpillar's legal eounscl memorandum “Hi.story of Significant Changes in 
International (Operations (Not Inclusive of Financing Arrangements) 1997 - 2002." PSI- fWLF- 
02-000423 - 436. 

See 1 1/13/2006 PWC national otllce memorandum from Kevin Mitchell to Sharad .lain. 
-Caterpillar Inc.,'" PSi-TWLF-2 1 -000001 - 265, at 229. 

Sec 1/16/2003 Caterpillar's legal counsel memorandum "History of Significant Changes in 
International Operations (Not Inclusive ofFinancing Arrangements) 1997 - 2002," PSI-TWLF- 
02-000423 - 436. 

See, e.g.. 1/1/201 1 License Agreement, CAT-000306 - 699. The licensing agreement 
specified a 4% bundled royalty payment, based upon a “weighted average" of 1 5% parts royalty 
and 3% machine royalty. See, e.g., 3/2005 “Caterpillar Inc. Summary Meeting Notes. Revised 
Draft," from March 7-9, 2005 nieeling in Geneva, P\\C_ PSI_ CAT 00150466 - 488, at 470, 
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6%?*^^ By entering into this license agreement, Caterpillar U.S. gave up 
rights to 85% or more of the finished replacement parts profits in 
exchange for a royalty of less than 15% for finished replacement 
parts/'^^ 

The adequacy of the royalty paid by CSARL to Caterpillar was 
cited as a concern on several occasions by the Caterpillar tax department 
and PWe tax advisors. In 2002, a PWC presentation noted that CSARL 
was experiencing such high profits, it raised questions about the 4% 
royalty it was paying to Caterpillar: “High profit in Licensed Business 
puts pressure on 4% bundled royalty, The 4% royalty nevertheless 
remained in place for another three years. PWC's transfer pricing 
subject matter expert told the Subcommittee that every CSARL licensing 
fee percentage point was worth approximately $100 million in parts 
profits that could be kept in Switzerland with U.S. taxes deferred. 
Another 2006 PWC email reported: 


SubcommiUce interview of Thomas Quinn. PW'C { 12/17/2013); 1/16/2003 Caterpillar’s legal 
counsel inemorandum “'llistoiv ofSignillcont Changes in International Operations (Not Inckusive 
ofFinancing AiTangemcnt.s) 1907 - 2002.“ PSl-T\V|,F-()2-000423 - 436. at 423-424; 3/2005 
‘’Caterpillar Inc. Summary Meeting Notes. Revised Dralt." from Marcli 7-9, 2005 meeting in 
Geneva, PwC_PSI_CATj)01 50466 - 488. at 470: See 3/7/2014 “In the Matter of Caterpillar 
Inc.." Caterpillar Expert Wilne.ss Report. .lohn P. Steinc.s, .Ir.. Professor of La^^’, New York 
Univer.sity, at PS.I-CalcrpiiUir-n-000003 - 023, at 005. 

These percentages are based on fmaneial llgurcs provided by Caterpillar to the Subcommittee, 
Typically, CSARL aggregates ihc profits fj'om non-U. S. .sales of Caterpillar parts and maehincs 
and providc.s Caterpillar Inc. with one bundled royalty amount for use of all Caterpillar licensed 
property. Since the Swiss tax strategy focused solely on C'aterpiliar's purchased finished 
replacement parts (PFRP) business, however, the Subcommittee requested data on just the 
portion of CSARf/s proiltsand royalty pa\'inents related to non-U. S. PFRP sales, Caterpillar 
provided the Subcommillee with an estimate of CSARL's total PFRP proills before tax over an 
eight-year period. For that eight-year period, according to Caterpillar. CS.ARI/s non-U, S. PFRP 
profits before tax totaled .S8.075. 907.000. See 12/3/2013 Caterpillar respon.se to Subcommittee 
questionnaire. C.AT-000270 - 298. at 277. Caterpillar also provided the Subcommiuee with an 
estimate of CSARL’s annual royalty payments to Caterpillar Ine. associated with the non-U, S. 
replacement parts bu.sine.ss. For that .same period of lime, according to Caterpillar. CSARL's 
royalty payments to Caterpillar Inc. totaled $1,098-149.000. Sec 1/14/2014 Caterpillar response 
to Subcommittee Quc.stionnairc. CAT-000299 - 303. at 301. That ro\a!ly amount includes 
payments made by CSARL for both PRFP parts manufactured by independent third parties and 
parts manufactured by Caterpillar. Using the figures provided by Caterpillar, the rovalty, or 
license fee. paid by CSARL to Caterpillar Inc. for profits related to parts averaged 1 3,6% of 
eSARi/s PFRP profits over the eight-year lime period. Over that same lime period. CSARI., 
retained the remaining 86.4% of the PFRP profits. CSARL also paid Caterpillar Inc. service fees 
during that eight-year lime period for sen-ices provided by Caterpillar Inc. related to the 
replacement parts businc.ss in an amount equal to Caterpillar’s costs plus 5%, For the 8 year 
period, using data provided by Caterpillar on the total amount of serv ice fees paid b) CSARL to 
Caterpillar Inc., the Subcommittee estimated that the 5% markup related to those ices totaled 
about $75 miilion. which, if accurate, would alter the 1 3.6% and 86.4?4 profit split by only about 
1 percentage point. 

7/2/2002 "Caterpillar. CSARL Technology Ownership." PvvC_PS! CAT_0()024791 - 808. at 
799. Caterpillar explained to the Subcommittee that the transfer pricing method it used yield a 
range of potentially acceptable royalty rales, and the 4% rale was heading toward the bottom of 
the acceptable range, hence the ‘‘pressure" to increase the rate. Subcommillee interview of 
Steven Williams, PWC (2/l9y'20i4). 

Subcommittee interview of Steven Williams, PWT (2/19/2014). Sec also 1/25/2006 email 
from Christopher Dunn. P^VC, to Steven Williams, PWC. "CSARL rovaltv rate." 

PwC_PSl_CAT 00 1 32905 - 909. 
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“We did a lot of work in 04 2005, to decide whether the 4% 
needed to be raised in 2005. We recommended not to change it in 
2005, but to raise it to 5% beginning in 2006. We are putting 
together documentation now to support the sliding scale provision 
from 2006-2010."" 

The 5% royalty paid by CSARL in 2006, was later raised to 6%. 

In 2008, Rodney Perkins, Caterpillar’s Internationa] Tax Manager 
who worked on CSARL, sent an email to PWC expressing concern 
about eSARL’s continuing to pay the 6% royalty rate on Caterpillar 
products with a high profit margin: 

“[A]s we place high margin product in CSARL, wouldn’t the 
bundled royalty rate have to increase as well. I doubt we can 
defend continued usage of 6% royalty; wc already have difficulty 
w'ith the existing structure to keep CSARL within acceptable profit 
ranges.”-"^ 

When asked about this email, Mr. Perkins told the Subcommittee that he 
saw a tax risk associated with the adequacy of the royalty rate paid to 
Caterpillar Inc."^ 

At the Subcommittee’s request. Caterpillar provided data on the 
annual parts profits reported by CSARL and the annual royalty 
payments made to Caterpillar related to parts over an eight year period. 
The data showed that the parts profits reported by CSARL over that 
eight-year period totaled about S8 billion, while the royalty payments 
paid by CSARL to Caterpillar totaled about S 1 billion."’' When the 
annual royalty payments were compared to the annual parts profits each 
year during the eight-year period, the data showed that the royalties paid 
to Caterpillar Inc. ranged from 9% to 16% of the total parts profits, with 
an overall eight-year average of 14%. The data also showed that 


'■'1 /23/2006 email from Steven Wjliianis. PWC. to Mark Dalbev. PWC. “CSARL royalty rate.” 
P5vC PSl CAT 000 18341. 

1 0/27/2008 email from Rodney Perkins. Caterpillar, to Edward Bodnam, PWC. “Alignment 
VPs and PMs by Subject Facj!itic.s." PwC_PSi_CAT_00059123 - 127. at 125. 

Subcommittee interview of Rodney Perkins. Caterpillar ( 1/1 5/2014), James Rowers, the 
PWC lax partner who reviewed Caterpillar's tax issue.s. including with respect to CSARL, also 
expressed discomfort about the royalty level, explaining that it was always difficult to evaluate. 
Subcommittee interview- of James Bowers. PWC (1/23/2014). See also other documents raising 
concerns about the CSARl.. royalty rate. 1./25./2006 email from Christopher Dunn, PWC. to 
Steven Williams. PWC. ''CSARL royalty rale,” PWC_PSI_CAT 00132905 - 909: 1 1/14/2005 
draft "Caterpillar SARL 2006 - 2010 Royally Rate: Options and Implications." 

PwC PSl CAT_001 33088 ^115: 1 2/6/2005* "Caterpillar SARL 2006 - 2010 Royaltv Rate: 
Executive Summary." PwC_PSLCAT^00133120 - 126. 

I2./3/2013 Caterpillar response to Subcommittee Questionnaire, CAT-000270 - 298, at 277; 
1/14/2014 Caterpillar response to Subcommittee Questionnaire. CAT-000299 - 303. at 301. 
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CSARL retained 84% to 91 % of the parts profits each year, leading to an 
overall eight-year average of 86%. This data confirmed that, overall, 
Caterpillar obtained 15% or less of the non-U. S. parts profits, while 
CSARL obtained 85% or more. 

Caterpillar takes the position that, rather than focus on the division 
of profits related to parts alone, the appropriate focus is on the division 
of profits resulting from the single bundled royalty rate under the latest 
licensing agreement, which aggregates both parts and machine profits. 
Over an eight-year period, that aggregated royalty rale leads to total 
gross profits of $1 1 billion, rellecting both parts and machine sales, and 
a total royalty payment of $3 billion. The resulting profit split directs 
about 31% of the combined profits to Caterpillar Inc. in the United 
States, and about 69% to CSARl. in Switzerland. Aggregating the two 
types of profits, how ever, disregards the fact that the planning and 
motivation for the Swiss tax strategy that produced the licensing 
agreement focused solely on parts profits and did not mention machines. 

Purchaser for Caterpillar Inc. In addition to CSARL’s acting as 
Caterpillar's “global purchaser” for its non-U. S. affiliates, CSARL also 
became the initial purchaser of PFRPs for its U.S. parent, Caterpillar 
Inc., even for PFRPs manufactured by third party suppliers located in the 
United States. Caterpillar’s outside tax expert explained: “[BJeeause 
U.S. suppliers did not want to deal with more than one purchaser, 
CSARL purchased not only outbound PFRP but also goods destined for 
U.S. dealers and customers.”^''"’ CSARL purchased and then 
automatically and instantaneously resold the PFRPs to Caterpillar Inc. in 
paper transactions referred to as “flash title” transactions. CSARL 
performed the flash title transactions at cost, with no markup or profit 
for the role played by the Swiss affiliate.^'* While Caterpillar did not 
permit CSARL to make a profit on the parts sold to it in the United 
States, Caterpillar continued to allocate 85% or more of the non-U. S. 
parts profits to CSARL in Switzerland. 

While the licensing agreements designated CSARL as the 
company’s “global parts purchaser,” they did not lead to CSARL’s 
hiring a significant number of new personnel. CSARL continued to 
operate with less than one percent of Caterpillar’s w'orldw ide employees. 

(3) Constructing a Virtual Parts Inventory 

In addition to setting up CSARL, altering the third party parts legal 
title chain, and drafting the licensing, royalty, and service agreements. 
Caterpillar Inc.’s tax department created an Inventory Tax Accounting 

’ .3/7/2014 -In the Matter of Caterpillar Inc..” Caterpillar E.xpcrt Witness Report, .tohn P. 
Steines. Jr.. Professor of Law. New York University, at PSI-Caterpiilar-1 7-000003 - 023. at 00.3. 

Irl 
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System (ITAS) to track the Caterpillar parts owned by CSARL in the 
United States as a result of its new purchasing activities. ITAS created a 
software-based, virtual parts inventory that served as a second set of 
inventory books for CSARL parts held in U.S. warehouses and played a 
key role in canying out the Swiss tax strategy.^'' 

The ITAS software system was created to exist in addition to 
Caterpillar’s genera! global inventory' system, which ITAS drew upon 
for data. Caterpillar’s general global inventory' system tracked parts on 
an individual basis, so that the company knew' exactly how' many parts it 
had, what types of parts they were, and w'here they were located. ITAS 
did not alter or replace the inventory' tracking system Caterpillar used in 
its day-to-day business operations; instead, for tax purposes only, it 
tracked “virtual parts bins” consisting of commingled parts owned by 
Caterpillar Inc. and CSARL. 

Before initiation of the Swiss tax strategy in 1999, Caterpillar Inc. 
owned all of the replacement parts in its U.S. warehouses prior to selling 
them to its marketing companies.’'* With the designation of CSARL as 
the nominal “global purchaser” of the company’s third party 
manufactured replacement parts, however. Caterpillar had to create a 
system to show CSARL as the owner of the relevant replacement parts 
in the U.S. warehouses that were expected to be exported to foreign 
countries, including Canada and Mexico. The ability to show CSARL as 
the owner of the parts was needed to enable Caterpillar and CSARL to 
take advantage of the export lax exemption under tax code Section 
956(c)(2)(B), w'hich allows foreign affiliates to store goods in a U.S, 
warehouse without creating a taxable U.S. presence.’''^ At the same 
time, Caterpillar did not want to incur the expense and inconvenience of 
formally segregating the CSARL parts from the other parts owned by 
Caterpillar Inc.’’" 

According to PWC, Caterpillar tax and accounting personnel 
conceived of the ITAS approach, and then worked with PWC and 
McDermott Will & Emery' personnel to design the system to track 
ownership of parts kept in a “physically commingled inventory” w'hile 
ensuring technical tax compliance.”' ITAS was supposed to show that 


' 6/8/2006 email from Robin Beran. Caterpillar, to James Bowers. PWC, "]'w. FYl - 2006 
Corporate 'fax Andil Committee Presentation." PwC PS1_CAT_()0()04799 - 827. at 823: 
Deposition of Robin Beran in Schlieksup v. Caterpillar . PSl-'I'WLF- 12-000064. 
vSubcommittcc interview of rhonia.s Quinn, PWC (12/17/2013). 

See Background chapter. Export Exception. 

See Subcommittee interviews of Thomas Quinn, PWC (10/2/2013 and 1 2/17./2013) 
(indicating that when a PWC representative suggested segregating the two sets of replacement 
parts, he was "laughed out of the room")- 

Subcommittee interview ofThomas Quinn, PWC (10/2/2013); 9/8./2009 '‘Caterpillar Inc. 
CSARL Brieilng." PWC-PSl-CAT-00069730 - 772. at 759 - 61; Deposition of Robin Beran in 
Schlieksup V. Caterpillar . PSI-TWLF-1 2-000064 - 065, at 057-058. 



230 


67 

CSARL had separate ownership of parts stored in Caterpillar’s U.S. 
warehouses, even though the CSARL parts were completely 
commingled with the Caterpillar Inc. parts, there w'ere no separate 
ownership labels, and Caterpillar employees did not and could not 
distinguish between the tw'o sets of parts in any way.’‘‘ 

HAS attempted to solve the problem by declaring that Caterpillar 
and CSARL each owned a portion of the parts in a “virtual bin,” that the 
parts could be treated on an interchangeable basis, and that CSARL’s 
ownership of a particular part could be determined at a particular point 
in time, such as after the part W'as sold and shipped to a non-U. S. 
customer. 

If either CSARL or Caterpillar ran out of parts in a “virtual bin” as 
tracked in the HAS system, ffAS assumed that each party could 
automatically borrow needed parts from the other and return those 
borrowed parts w'hen future parts deliveries came in.’*^ The virtual 
borrowing took place without notice and without either party charging or 
paying a fee to the other. Caterpillar’s tax director explained the HAS 
system this way: “lilt was designed to reflect that the parts are basically 
common parts and to the extent that CSARL or [Caterpillar] Inc. would 
have parts in the same bin, they might be shared back and forth and 
replaced. 

Caterpillar and PWC personnel advised the Subcommittee that it 
was not uncommon for each entity to engage in that type of virtual 
borrowing. According to Caterpillar, over a five-year period betw'een 
2008 and 2013, Caterpillar and CSARl, borrowed from one another 
more than three million parts with a collective value of more than $800 
million. Caterpillar also calculated that, on average each year, more 
than 10% of the parts stored in Caterpillar’s U.S. warehouses were 
borrowed between the two related companies. 


Subcommittee interview ol'Tlionias Quinn, PWC (10/2/20 1.3); 3/7/2014 "In the Matter of 
Caterpillar Inc./' Caterpillar Expert Witness Report, John P. Steincs. Jr.. Proie.ssor of Law. New 
York University, at PSI-Catcrpiiiar-17-000003 - 023. at 005. 

Subcommittee interview of Rodney Perkins. Caterpillar (1/1 D./'lOl 4). PWC's ta.x consultant 
and partner. Thomas Quinn, referred to the interchangeable use of each other's parts as an 
"accommodation.” rather than a "borrow." He advised that entities did not borrow back and 
forth, since that t} pc of borrowing would create a problem. Instead, he described the activity as 
follows; if one of the parties ran out of its allocation in a bin, it would take parts allocated to the 
other party, but would replace those parts at later date from future deliveries. Subcommittee 
interview ofFhomas Quinn. PWC (12/17/20I3). See also 3/7/2014 'in the Matter of Caterpillar 
Inc..” Caterpillar Expert Witness Report. John P. Stcines. Jr.. Professor of Law. New York 
Ihiiversity, at PSUCalerpi!!ar-! 7-000003 - 023. at 005, 

Deposition of Robin Beran in Schlicksup v. CaterDiilar . PSI-TWLF-l 2 - 000065 . at 058 . 
3/13/2014 letter from ('alerpillar's legal counsel to Permanent Subcommittee on 
Investigations. PSI-Calcrpillar-1 8-000001 - 003. at 003. 

Id. 
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The end result was that instead of segregating the Caterpillar 
versus CSARl., parts/'^ Caterpillar warehouse personnel stored all of the 
replacement parts together, pulled parts to fill orders the same way they 
always had, without regard to CSARL’s ownership, and then shipped the 
parts to the dealers or customers who had ordered them. The H AS 
system then retroaetively determined, for all parts shipped to non-U. S. 
customers, that those parts had belonged to CSARL, As Caterpillar’s 
auditor observed: 


“[T]he effect of ‘virtual bins’ is that it allows inventory physically- 
located in the US to be viewed in total (for group inventory 
management purposes), but different parties can own the 
inventory-. Thus, CSARL owns inventoiy in the US and can use 
that inventory to fulill both customer and marketing entity 
requirements outside the US, any sales transacted in the US 
continue to be transacted by Cat Inc.”'^*** 

In some way's, the 1 LAS solution could be compared to how- 
farmers have used grain silos: fungible goods belonging to separate 
owners are deposited and commingled in the same silo and, when an 
owner requests a w-ithdrawal, that owner’s inventory is recorded as 
reduced even though no one knows c.xactly whose grain was provided. 

In contrast to the I'f AS situation, how'ever, the ow ner of grain stored in 
the silo cannot draw more than the owner had deposited w-ithout 
purchasing the excess grain at a market rate. 

The ITAS system w-as an artificial inventory sy.stem created solely 
for tax purposes. It existed outside of and in addition to Caterpillar 
Inc.’s general global inventory' system, w-hich provided the data for 
ITAS. The second inventory book created by the ITAS system did not 
change how any of Caterpillar’s parts were warehoused, tracked, or 
shipped. The tax consequences of the ITAS system are discussed in 
more detail below. 

(4) Making Paper, Not Operational, Changes 

The end result of the CSARL transaction was that changes were 
made on paper, but not in how the replacement parts business actually 
functioned. Beginning in 1999, CSARL became the nominal “global 
purchaser” of all of Caterpillar’s finished replacement parts sold to non- 
U.S. customers in all areas of the world other than the United States. To 
implement that change, CSARL’s name, instead of Caterpillar Inc.’s 
name, appeared on the parts invoices. 


Deposition of.lanannc Copeland in Schlicksup v. Caterpillar . PSl-'l'WLF-l 5-000007. at 052- 
053. 

6/1 i/2005 memorandum from PWC Swiss 'fax Team. '‘Morton." Ph'C_PS1_CAT 00206146 - 
149. 
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The 1998 and 1999 planning documentation prepared by PWC and 
Caterpillar indicated that altering the invoices was the primary change 
needed to implement the Swiss tax strategy, and that no other 
substantive changes in Caterpillar’s parts operations were planned or 
expected. The original PWC proposal, for example, described the 
“Benefits/Costs” of the Swiss tax strategy has involving “[rjelatively 
simple re-invoicing requirements. Another PWC document offered 
these “Main Implementation Observations”: 

“There will be no change with respect to sales of parts by COSA. 
Changes are proposed to the purchase of parts for resale. . , , There 
will be no change in the physical locations of Accounts Payable 
processing. ... Invoicing from suppliers will be changed from 
CA'f HE and Morton HE to COSA ‘HE.’ ... There is no change to 
dealer pricing. 

A later Caterpillar document referred to the removal ofthe U.S. parent 
company from the legal title chain for third party manufactured 
replacement parts as having “minimal business substance. 

In interviews, Caterpillar and PWC personnel told the 
Subcommittee that, at the time ofthe 1999 transaction, no substantive 
changes were made in how the replacement parts business actually 
functioned, and no Caterpillar personnel were moved to CSARL with 
respect to parts.'’’* William Springer, former Caterpillar Vice President 
of Product Support, told the Subcommittee that he was unaware of any 
changes in business function related to parts as a result ofthe CSARL 
transaction.’” Sally Stile.s, a senior Caterpillar tax manager, provided 
the same information, telling the Subcommittee that there was no 
substantive change in Caterpillar’s purchased Finished replacement parts 


Undated PW'C report. "Caterpillar CTOP Summaiy' of ldca.s.” I’wC I’Sl C.VT 00004566 - 
63 1. al 618. See also 9,’'1998 PWC report, '’Caterpiliai' Inc. Global 'I 'a.x Optimization Case for 
Action." PwC PSi_CAT 000046.12. at 674. 

Undated PWC report. "Calcrpillar Inc. Operational Feasibility .Analysis High Level Target 
Designs: Migralion/DefeiTal," PvvC-PSI-CA'r-00004548 - .565, al 551. 7/14/1998 email from 
Steven Williams. PWC. to Thomas Quinn, PWC. and others, PvvC PSl CAT_00204970 - 974. 

Calcrpillar presentation. "Product Management Alignment." (I /9/2o69). PwC-PSl-CAT- 
00224682 - 686. at 685, 

Subcommittee interviews of Robin Bcran, Catcipillar (10/18,/2013). Rodney Perkins. 
Caterpillar {1/15/2014), and Steven W’illiams. PWC (2/19/2014) (each acknowledging they 
analyzed the CSARL transaction under a transfer pricing analysis and indicating that it was not 
necessary to move personnel); .lames Bowers, PWC (1/23/2014). All documents discussing 
moving product managers to CS.ARL related to CSARL’s entering into tolling agreements with 
Caterpillar's manufacturing facilities in Belgium and France; none related to parts. See. e.g.. 
6/1/1999 minutes of CiloVE Steering Committee meeting, PwC_PSl_C,AT_00 168292 - 296. at 
295 (proposal to move product managers to Geneva related to implementation of manufacturing 
toiling agreements). 

William Springer, Caterpillar (1 1-/7/2013). See also Deposition of W'illiam Springer in 
Scitli cksuD v. C aiernillar . at PSI-TWl.F- 18-000003. at 013. 
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business as a result of the CSARl. transaction/^^'' A 2006 PWC 
document explained the lack of operational changes at the time by 
stating that the CSARL transaction was intended simply to reflect what 
was already occurring and “better align the taxation of transaction Hows 
with how Caterpillar actually manages those operations. 

None of the sworn deposition testimony provided by Caterpillar’s 
personnel contradicted the information provided to the Subeommittee. 
When asked about the changes required in Caterpillar’s business 
operations, for example. Caterpillar’s tax department head, Robin Beran, 
said under oath: 

“Q, What changes in business operations did it require? 

A. It changed who actually bought the parts because CSARL 
became the acquirer of all the parts from the beginning. It 
changed various customs and logistics issues because of who 
the importers of record might be. There’s a lot of changes that 
come into play. 

Q. Well, other than paper issues that were caused by the entities 
that became involved, w^ere there any other changes to the 
physical flow' of purchased finished replacement parts? 

A. Physical fiow, probably not substantially.””*’ 

In addition, Edw'ard Rapp, who was located in Switzerland between 
1995 and 2004, and from 2000 to 2004, w'as Vice President of the 
EAME Marketing Division, testified in a deposition, that while in 
Geneva, he was familiar with CSARL’s predecessor COSA, but had not 
even heard of CSARL. 

Caterpillar’s Chief Aceounting Officer also indicated in a 
Subcommittee interview that the 1999 transaction resulted in no change 
before tax in the total amount of Caterpillar profits from third party 
manufactured replacement parts sales. fhat information matched her 
earlier deposition testimony in which she said that the operating profit 
for parts sales was the same both before and after the 1 999 

• 139 

transaction.' 

Several Caterpillar representatives explained that, beginning in 
1999 and continuing to the present, CSARL paid Caterpillar Inc. a 
service fee for Caterpillar personnel to eontinue to perform key business 

^ Subcommittee interview of Sally Stiles, Caterpillar, Director of Global Fax and Trade 
Operations (9/4/2013). 

i I/13./2006 PWC national onicc memorandum from Kevin Mitciiell to Sharad Jain 
"Caterpillar Inc.." PSI-TWLF-2 1-000001 - 265. at 229. See also Subcommittee interview of 
Robin Beran (10/18/2013). 

Deposition of Robin Beran in Schlicksup v. Caterpillar , at PSI-'i‘Wl..F- 10-000008. at 178. 
Deposition of Edward Rapp in Schlicksup v. Caterpillar , at PSl-'i’WLF- 19-0000 19. 
Subcommittee interview olMananne Copeland, Caterpillar {10/30/2013). 

Deposition of Jananne Copeland in Schlicksup v. Caterpilla r. PS!-'I'WLF-1 5-00001 8. at 039, 
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functions supporting non-lJ.S. parts sales, including parts design, parts 
forecasting, inventory management, supplier oversight, and parts storage 
and delivery/'"’ Caterpillar’s ongoing role in performing those parts 
functions vvas described in a report prepared for the Subcommittee by 
Caterpillar’s outside tax expert as follows: 

“CSARL reimburses Caterpillar ... for various engineering and 
logistical services provided by Caterpillar personnel located in the 
United States involved in engaging with suppliers and .storing and 
managing inventory in U.S.-situs warehouses. ... [MJuch of the 
purchasing and logistical functions relating to outbound PFRP 
continued after the re.structuring to be carried out by Caterpillar 
personnel located in the United States.”'’’” 

The ongoing servicing arrangement is additional evidence that 
Caterpillar continued to perform the same parts functions it always had - 
an unsurprising development since CSARL did not have the personnel, 
infrastructure, or expertise to take on tho.se tasks. 

Caterpillar’s parts business has been and continues to be led and 
managed primarily from the United States. Nearly all the senior 
leadership of the parts business has been and remains in Illinois. 
Caterpillar’s U.S. warehouses continue to operate in the same way as in 
the past. Caterpillar continues to manage the parts inventory and parts 
forecasting on a worldwide basis and manage the supplier base in the 
United States, just as it did before the transaction. CSARL continues to 
pay Caterpillar to keep doing the .same work, which CSARL continues 
to be unequipped to perform. 

(5) Managing the Offshore Cash Buildup 

After the Swiss tax .strategy was put in place, Caterpillar not only 
saved on U.S. taxes, it also experienced a “cash buildup in Geneva.”’”’'’ 
According to the company, while CSARL collected a “significant 
portion of profit” for the company. Caterpillar had “[pjrimary cash needs 
in the U.S.,” creating what the company referred to as a “[u]se 
[djilemma.”'"” In 2002, Caterpillar wrote that it would “[njeed to 


Subcommittee interviews of Robin Bcran. Caterpillar (10/18/2()I3) and Rodney Perkins. 
Ca(erpi!!ar ( 1/15./2()I4). See also servicing agreements. 

3/7/2014 "In the Matter orCateipillar Inc.." Caterpillar Expert Witness Report. John P. 
Steinc.s. Jr.. Prolc.ssor oi'Lavv. New York University, at PSl-Caterpi!lar-l7-000003 - 023. at 007. 
See also 12/3/2013 Caterpillar response to Subcommittee Questionnaire, CA'r-000270 - 298. at 
296. 

4/] 3/201 0 Caterpillar report Global 'i'ax & 'Fradc Update, PwC_i*Sl CAT 0020.3974 - 990. at 
984. 

1 .'22/2008 Caterpillar prc.scntation for meeting with Edward Rapp, Caterpillar Global Finance 
& Strategic Support, PSI-TWLF-1 9-000001 - 215. at 094. The additional tax costs would 
presumably be due to the grovdh of Caterpillar's pool of offshore earnings outpacing the amount 
of previousl}' taxed income the company had on hand and available for repatriation to the United 
States without additional tax. Id. 
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[I'lepatriate [c|ash in the US,” that “CSARL need|ed] to repatriate $60- 
$70m per year” to meet Caterpillars U.S. cash requirements, and that 
“Siibpart F- after-tax income alone may be insufficient to meet cash 
repatriation needs.”’’*'* 

In 2005, Caterpillar's tax director, Robin Beran, notified the 
company’s Chief Financial Officer about CSARL’s offshore cash 
buildup: 

“[D]ue to successful planning from prior years, significant low 
taxed earnings (over $1.5 billion) have accumulated in CSarl. This 
cash is now increasing at about $70 million per month at tax rates 
of about 10%. fhis is resulting in offshore cash balances that can 
no longer be managed through intercompany loans and purchases 
without triggering significant additional tax costs, and an increase 
in CAT’s effective tax rate. 


Mr. Beran asked for authorization to proceed with a restructuring to 
facilitate repatriation of the offshore cash to the United States, noting 
that “failure to proceed will result in significant additional tax costs.”*'**’ 
Mr. Beran also noted in a 2006 memo that “ever-increasing cashflows 
from non-US sources to service US cash needs continue to place 
pressure on the indefinite reinvestment status of CSARL earnings. We 
are working on planning, which is projected to provide between $1 
billion to $1.5 billion [in] repatriation relief 

In 2010, Caterpillar’s finance department identified a “Crossover” 
cash buildup problem which it defined as “w'hen offshore cash no longer 
can be accessed in the U.S. without incremental U.S. tax cost,”*'*** 
meaning having to pay the U.S. corporate tax rate w'hen the funds were 
repatriated to the United States. The finance department noted the 
“[h]igh enterprise tax cost of repatriation - 25% additional tax,” and 
stated that it was “[djeveioping tax efficient repatriation .strategies” to 
return S3 billion to the United States.’'*’ It listed several possible 
strategies for returning funds to the United States, including making 
“[Ijoans to U.S. with minimal tax impact ... [pjrepayjing] royalties 


7/2/2002 PW'C presentation. "CS.ARL 'I'echnoloev Ownership." P\vC_PSI_CAT 00024791 
808. at 797. 

2/28/200.5 email froni Robin Beran, Caterpillar, to David Burrilt. Caterpillar. “Authorization 
to proceed with planning and AHP |sic) co,sl adju.stmcnt." PSI-TW-LF-12-000008. at 315. The 
“.significant additional lax costs" refers to the company's having to pay the U.S. corporate lax 
rate of up to 35% ifthe funds were to be repatriated to the United Stale.s. 


’Id. 


7/14./2006 memorandum from Robin Beran. Caterpillar, to David Bunitt. Caterpillar PSI- 
T\VLF-16-000262 - 263. 

4/13/2010 Caterpillar Inc. presentation to Audit Committee. “Cilobal Fax & 1Tadc Update." 
PvvC PSI CAT 00205974 - 990. at 984. 

.n't I,r " 
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...[and] [cjxpand[ing] goods prepayment - CSARL purchases from U.S. 
affiliates.”-’'^” 

Caterpillar appears to have executed at least one of these strategies. 
According to a memorandum prepared by Caterpillar’s auditor, PWC, in 
201 1, Caterpillar Inc. entered into an agreement with CSARL “whereby 
eSARL made $4 billion of advance payments for certain prime product 
up to 2 years in advance and received a discount for orders placed 
against this advance payment.””' As of the end of 2013, Caterpillar’s 
offshore cash assets totaled $17 billion, giving the company the 33rd 
largest offshore amount of 1 ,000 corporations reviewed. 

C. Identifying the Swiss Tax Strategy as High Risk 

Internal Caterpillar and PWC documentation shows that Caterpillar 
knew, at the highest levels of the company, that critical elements of the 
Swiss tax strategy it had adopted had high risk aspects. In 2006, 
Caterpillar’s tax department devised a tax risk rating system to evaluate 
the risks associated with the company’s tax positions, analyzed two key 
elements of the Swiss tax strategy, and gave aspects of those elements a 
high risk rating. Rather than turn away from its aggressive tax position, 
however, Caterpillar instead sought ways to reduce the risk rating; when 
that did not happen, the company stopped using the rating system 
altogether in 2008, 

Tax Reserves. One sign of Caterpillar’s recognition that its new 
Swiss tax strategy was high risk was the action taken by the company at 
one point to set aside a “tax reserve” equal to 50% of CSARL’s profits 
in case the IRS challenged the strategy.”'’'’ A tax reserve is a position 
recorded in a company’s audited financial statements to set aside money- 
in case an uncertain tax position taken b\' the company on a tax return is 
successfully challenged by the IRS. The PWC auditor who reviewed 
Caterpillar’s tax issues, James Bowers, told the Subcommittee that the 
tax reserve was established due to uncertainties associated w'ith the 
complex transaction flows, the adequacy of the royalty rates, and 
accounting issues related to CSARL.'”'* That re.serve was later reduced. 


Id. 

12/31/201 1 PWC Audit Memo. ‘"Review intercompany transaction including company- 
reorganizations and .significant agreements." PwC-PSI-CAT-0()194435 - 436. 

See March 2014 "•I'orcign Indefinitely Reinvested Warnings; Balances Held by ihc Russell 
1 000; A Si.x-Year Snapshot." Audit Analytics, at 4. 

Subcommittee interview of James Bowers. PWC (l/23./20i4). See also 6,/2004 "Presentation 
to Caterpillar inc. Audit Committee." CAT - 001899 - 939. at 912; 4/10,/2007 ’TIN 48 Adoption 
and Corporate Tax Update.'' at CAT- 002037 and 040; 4/13/2010 Caterpillar Inc. presentation to 
Audit Committee. “Global Tax & Trade Update." PvvC_ PS!__CAT_00205974 - 990. at 982. 

Subcommittee interview of James Bowens. PWC (1/23/2014). 
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after adoption of new tax accounting rules, to reOcct 5% of the CSARL 
profits in each tax year/'' 

Adopting the Tax Risk Guard Rails System. Another sign of 
Caterpillar’s eoncerns about the risky nature of its Swiss tax strategy 
was action taken by an internal council of senior tax and accounting 
personnel, during the course of developing and implementing a new tax 
risk management process, to rate aspects of the Swiss tax strategy as 
“higher” risk. 

The Swiss tax strategy was evaluated for risk at Caterpillar in 
connection with a new' tax risk management tool known as the “Tax 
Risk Guard Rails” (TRGRs) project. The objective of the I'RGRs 
project was to “develop a documented, more objective process” to 
identify and convey the busine.ss risks associated with uncertain tax 
positions to both company executives and the Audit Committee of the 
Board of Directors “in a non-tcchnical manner.” ’'*’ Current and former 
Caterpillar employees interviewed by the Subcommittee attempted to 
downplay the significance of the TRGRs tax risk rating, but the evidence 
show's it was used to inform senior levels of the company about the risks 
associated with two critical elements of the Swiss tax strategy. The 
TRGRs system was developed at the direction of Caterpillar’s former 
CFO, David Burritt, its ratings w ere assigned by consensus of company 
tax and accounting experts, and remained in place for two years. 

In 2004, when Mr. Burritt became Caterpillar Inc.’s CFO, he took 
steps to improve the company’s tax risk management processes.’^” Mr. 
Burritt had previously worked with Daniel Schlickstip in Caterpillar’s 
Geneva office. When he took over as CFO, Mr. Burritt brought Mr. 
Schlicksup back to Caterpillar’s tax department in the United States to 
assist with tax risk management and improve the company’s global tax 
practices. Upon his return, Caterpillar announced the follow'ing 
concerning Mr. Schlicksup's new position as its “Tax Strategy 
Manager”: 

“Effective March I, [2005,] D.,I. (Dan) Schlicksup will become 
Tax Strategy Manager for Corporate Tax Services. In this new 
role, Dan’s primary function will be to provide leadership to our 
Global Tax Strategy, including benchmarking our performance and 
processes versus world-class and developing metrics to measure 
our progress, in addition, Dan will help provide leadership to 
Global Tax Communications, Personnel and Succession Planning. 

4/ i 0/2007 "FIN 48 .Vdoplion and Coi'poralc Tax Ujxiatc." at C,'\T- 002041. FIN 48 stands 
for FASB Interpretation No. 48. 

Caterpillar report. “Caterpillar Inc., Global Finance — Tax Ri.sk N4anaBcmeiit. World Clas.s 
Global Finance Opcration.s lo Support Vision 2020," PSl-T\VLF-4-000091 - 097. at 093. 

8/19/2005 email from David Burritt. Caterpillar, lo Daniel Schlick.sup. CaterpillarfRe: Gene 
I'ile - 21 0 of 250 companies remove CFO when there is material weakness." P,SI-'i'WLF-04- 
000 ! 3 ] (“I'his is exaeth why we must step up the rigor on tax proce.ssc.s"). 
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Dan’s educational background and work experience brings 
additional diversity to the Corporate Tax team. Dan has a very 
strong educational background with a Law degree and a Masters in 
Taxation coupled with a CPA. His previous experience working at 
Price Waterhouse in the tax department and at Cat as a Tax 
Manager in Peoria, Accounting & Tax Strategy Manager in 
Gosselies, and Director of European Tax Services in Geneva will 
serve him well in this new role.”^'^'* 

Early in his new position, Mr. Schlicksup learned about the 
TRGRs risk management tool from a leading business advisory 
organization, the Corporate Executive Board.’‘‘' Mr. Schlicksup brought 
the concept to the attention of Mr. Burritt who encouraged him to 
develop the TRGRs system for Caterpillar.^® The Tax Risk Guard Rails 
system was designed to evaluate tax positions for the following types of 
risks: technical, operational, compliance, financial statement, 
management, and reputational.^^' The system further broke down those 
risks into 19 “indicative criteria,” requiring ratings on such factors as 
“industry practice,” “magnitude of cash impact,” “legal advice,” and 
“impact on financial statements.”’*^' The last criteria required the tax 
position to be rated on what was referred to as the “WSJ Test,” 
apparently referring to how it might be portrayed by the Wall Street 
Journal.'^® Each of the criteria was scored using a rating system of 1 to 
5, with 5 being the highest risk. A w-eighting system was also used, 
making some factors more important than others. Onee specific tax 
position risks were evaluated and scored, they were to be plotted on a 
graph indicating w'hether their risk was low, medium, or high,*”’'* Once 
the risks were identified, they were to be presented to company 
executives.'”’^ 

In September 2005, Mr. Burritt shared the TRGRs concept with 
Douglas Oberhelman who was then Group President of the finance 


2/21/2005 email from Deborah Schrader. Caterpillar, to Elaine Alchiey. CatcrpiIlar.“General 
Mailing - Personnel Announcement," PSETWLF-04-000004. 

For more about the Corporate Executive Board, see its website. 
http;//\vw' vv.executiveboard.com/exbd/about/index. page?. 

Subcommittee interview of David Burritt. Caterpillar, former CFO (12/4/2013). Sec also 
2/1 0/2006 email from David Burritt. Cateipillar, to Daniel Schlicksup. Caterpillar. ''Re: F\v; 
Meeting re 'fax Guardrails." PSi-TWLF-04-000038. See also 9./23/2005 email from David 
Burrett, Caterpillar, to Douglas Oberhelman, Caterpillar, and others. "FYl Only - Meeting with 
Gene Fife tin Sept 26," PSI-TWLF-04'000039. 

Sec ‘'Caterpillar Inc.. Global Finance-Tax Risk Management, World Class Global Finance 
0|ierations to Support Vi.sion 2030, PSl-TWLF-16-000188 - 194. at 190. 

See 3/21/2006 i'RGRs presentation with ratings chart, prepared bv Caterpillar. PSI-TWFF- 
11-000225. 

Id. 

“Caterpillar Inc.. Globa! F'inance-Tax Risk Management. World Class Global Finance 
Ojjerations to Support Vision 2020." at slide 6. PSl-TWLF- 16-0001 88 - 194. at 193. 

Rodney Perkins Deposition in Schlicksup v. Caterpillar . PS!-T\VLF-10-0()0004. at 117. 
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department, explaining that “[w]e will follow a process based on 
research done by the Corporate Executive Board that enables us to better 
analyze and understand our risks.”''* Mr. Burritt also asked Mr. 
Schlicksup to present the TRGRs concept to Caterpillar’s Audit 
Committee Chairman, Eugene Fife.'’^’^ Mr. Fife responded positively 
and asked for the TRGRs concept to be included on the agenda for a 
December Audit Committee meeting.’’* In December 2005, Robin 
Beran, Caterpillar’s tax director, presented the TRGRs concept to the 
full Audit Committee and identified several deliverables for the 
February 2006 Audit Committee meeting, including identifying the tax 
risk categories and detining low, medium, and high risks. 

Assigning Tax Risk Ratings. Caterpillar's Tax Council began its 
initial substantive work on the TRGRs project in Januaiy 2006 and 
continued through March.’’’" The Tax Council was a group of senior 
personnel from Caterpillar’s tax and accounting departments, formed at 
the suggestion of Mr. Burritt, to address key tax issues for the 
company.’”' According to Caterpillar’s Tax Director and Senior 
International Tax Manager for CSARL, the Tax Council reviewed, 
identified, and evaluated a broad range of Caterpillar tax risks, acting by 
consensus and in “good faith” with deference given to individuals with a 
higher level of expertise.’”’ 


9/2.3/2005 email from David Burritt. Caterpillar Cl'O. to Dougla.s Oberhelman. Caterpillar 
Group President for Finance, '"Meeting willi Gene Fife on Sept 26,'’ i’S]“TWLF~04-000039. 

9/26/2005, Presentation re Global Tax Management. PSl-TWl..r'-04-000040 - 073, at 040 and 
066, Subcommittee interview of Daniel Schlicksup (8/29’'2013 - 8/30/2013), 

See 10/28/2005 email from Robin L3cran. Caterpillar, to Daniel Schlicksup, ”Dcc, audit comm 
mtg," PSI-TWLF-04-U00341 - 344 {'‘Gene was veiy excited about this when we met with him. 
indicated that he wants this [TRGRs] to be part of every audit committee meeting and olw'iously 
w'anted it on the Dee agenda (Doug [Oberhelman] even mentioned that to us). 1 would ask, 
when was the last lime Gene acted in this manner about a lax issue?"). 

12/13/2005 Pre.sentation re Global Tax Management, slides 1 and 27. PSI-TWLF- 16-0001 67 - 
180, at 167 and ! 80; SubeommiUec interview of Daniel Schlicksup (8/29/2013 - 8/30/2013). 

1/3/2006 email from Rodney Perkins to Daniel Schlicksup, Jananne Copeland, and others, 
"Need asap plea.se ... creating Tax Rifsjk Guard Rails," PSl-TWI.F-04-000345-346; 2/7/2006 
email from Daniel Schlicksup to David Burritt, "Tax Risk Guard Rails-audex," PSl'T\VLF-04- 
000978 ("David. I have a solid draft to the guard rails done .... 1 fee! comfortable that if Gene 
[Fife] demanded to see something today and you came and got me, 1 could present the draft and 
gel the And Comm comlbrlabie that we are meeting our commilinciits."): 2/9.^2006 email from 
Brad Halverson. CAT controller, to Daniel Schlicksup. "Tax Risk Ciuardrail.s. PSI-TWLF-04- 
000356-357; 2/1 0/2006 email from David Burrit to Daniel Schlicksup. "Meeting re Tax Guard 
Rails," PSI-TWI,.F"04-000358-359 ("Meeting with Brad Halverson and Robin Beran week of 
Mar 13-2 hours (BradH. RobinB. DanS. Janie Copeland) Meeting week of Feb 20 off-site, all 
day at Ivy Club {Rod, Sally, Gary. JamesC. Al. Robin. JohnC, DanS JanicC and Terri Pierpont) 
Meeting week of Feb 27 off-site, ail day at Ivy Club (Rod. Sally, Gary. JamesC. Al. Robin, 
John(?, DanS. .lanicC and Icrri Pierpont)." 02/27/2006 email from Daniel Schlicksup to David 
Burritt, ‘"A/C meeting." PS!-J'WL!--04-000089 ("We had a two offsite la.st week to finalize the 
^uard rails. We have lv\o more days next week to plot the tax positions on the guard rails."). 

■ Subcommittee interview of Rodney Perkins, Caterpillar (1/1 5.'20 14) and Robin Beran. 
Caterpillar (10/18/2013). Mr. Beran told the Subcommittee that CFG David Burritt forrned the 
idea for the Tax Council. 

' See, e.g.. Subcommittee interview of Rodney Perkins. Caterpiilar(l/15/20i4). Mr. Perkins 
described two meetings on (he tax risk guardrails project, each of which was “offsite" and about 
1-2 days in length. He told the Subcommittee one additional meeting took place about a year 



240 


77 

In March 2006, the Tax Council evaluated two critical elements of 
the Swiss tax strategy w'hich raised concerns; CSARL’s bundled royalty 
rate and the ITAS virtual inventory system. The Tax Council 
assigned multiple 5 ratings - meaning the highest risk rating - to several 
criteria related to the CSARL’s bundled royalty rate, including with 
respect to “industry practice,” “business purpose and substance,” and 
“magnitude of cash impact.”'^^'' The Tax Council assigned even more 5 
ratings to the ITAS virtual invcntoiy system, including a 5 high-risk 
rating for the legal advice provided in connection with the system and 
for the reputational risk associated with the “WSJ test.” Overall, wiien 
those and other individual ratings were combined, averaged, and 
weighted, the Tax Council ranked those two elements of the Swiss tax 
strategy as among the highc.st risk tax issues it examined,’'' 

Although the Tax CounciTs TRGRs findings were planned to be 
presented to the Audit Committee in earlier meetings,^'* they were 
actually included on a meeting agenda in June 2006. On June 13, 2006, 
it appears that the Audit Committee was not presented with the TRGRs 
findings, but instead with a description of the TRGRS process including 
the steps to be taken to identify and define risks categories and the 
associated criteria, although Caterpillar officials who attended that 
meeting told the Subcommittee that they could not remember any details 
about the presentation.'"^^' 


after the initial meetings. Mr. Perkins said the meetings were very thorough, and everyone 
weighed in. He indicated that there was a sense in the meetings to move on as quickly as 
possible, but that the participants pul in a good faith efibrt during the meetings. See also Sally 
Stiles Deposition in Sehlieksiip v. Cater p i ll a r, PSl-'l WLl'-l 1-000008, at 65: Deposition of 
Rodney Perkins in Sehlieksi ip v. Caterpilla r. l^Sl-TWLF-1 0-000004. at 115: deposition of Robin 
Beran in Sehlieksiip v. Cateipiliar . at PSi-TWLF- 12-000008. at 32. 

3/21/2006 Tax Risk Guard Rails presentation, PSi-'fWIT'-'-l 1-000224 - 227. 

3/21/2006 TRGRs presentation, prepared by Caterpillar, ratings chan at PSI-TWLF-l 1- 
000225. 

Id. Of the 15 tax positions it reviewed, the Tax Council rated the bundled ixw'alty rale and the 
virtual inventory system as the third and sixth highest risk tax positions. 

See. e.g.. 1/1 1/2006 email from David Burritt to Daniel Sehlieksiip. ■’the Audit Committee & 
Tax Risk Guard Rails." PSI-TWl.F-04-000076 ("Please plan to include in Feb advance 
maleriar’); 2/9/2006 email from Da\id Burritt to Daniel Sehlieksiip. "Tax Risk Guard Rails." 
PSI-TWLF-04-0()0080 ("We need to move this forward .... The issue was not raised but 1 think 
we missed a due date. Lells make sure this gets included in the April material in 'fmar form,"); 
and 5/12/2006 email from David Burritt to Robin Beran "Audit Committee- June." l^Sl- rWLF- 
16-000217 ("1 will cal! All but our instruction from Gene [Fife. Audit Committee Chairman] \^■as 
on [tax risk] guard rails"); 5/12/2006 email from David Burritt to Robin Beran "Audit 
Committee- June" (responding to a question from Mr. Burritt about whether they were ready to 
present to the Audit Committee. Mr. Beran wrote; "Wc were done wiili them [the TRGRs] about 
5 weeks ago."). 

6/13/2005 Audit Committee Presentation, "Income Tax Update." CAT 001949 - 965: 

6/1 3./2()06 "Agenda Audit Committee," PSI-TWL]-'-16-0002I4 ("this pi'c.sentalion will provide 
an update on World Class Tax initiatives supporting our Global Finance Transformation, 
including "tax guard rails.") Robin Beran testified that the "income Tax Update" presentation 
noted above looked like pari of the presentation given to the Audit Committee in June, but he 
was unsure whether he gai'c the presentation. Deposition of Robin Beran in Schlicksup v, 
Caterpillar . PSl-TW/LF-l 2-000008, at 1 14. The Subcommittee obtained from PWC a similar 
copy of a 6/13/2006 Audit Committee presentation, which was an attachment to an email 
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Caterpillar’s tax department also shared the I RGRs findings with 
PWC partner James Bowers who assisted in the audit of the company’s 
financial statements, including Caterpillar’s estimates of its tax 
liabilities. Mr. Bowers advised the Subcommittee that he had received 
the TRCiRs risk ratings and believed that they were later presented to the 
company’s Audit Committee.^'* Me said that the TRGRs process had 
identified risks associated with the Swiss tax strategy, but recalled that 
they vvere similar to the risks identified when Caterpillar increased its 
tax reserves.”'^ He said that he had been unaware that the Tax Council 
had rated certain CSARL tax elements as “high” risk. 

On August 1 1, 2006, Mr. Schlicksup wrote CFO Burritt that he 
was being pressured to low'cr the TRGR risk ratings for some tax 
positions. Mr. Schlicksup advised the following about the TRGRs 
status: 


“Tax Council will be meeting in near future to update TRGRs. 
The pressure I am getting is focused on the risk shown on the 
guard rails. For example, 1 am being questioned why the 
structured finance deals should be considered to have high 
reputational risk .... 1 think he [Robin Beran, the tax director] is 
very concerned about show ing any risk at all. 

1 need to understand where you w'ant to go with the TRGRs. Are 
we going to stop w'here we are at which is just informing the board 
about the process we went through to create the guard rails, or arc 
we going to show the board the results and have a meaningful 
discussion explaining our risk profile and to determine the board’s 
comfort with it? 1 don’t want to spend a lot of time on this if it’s 
not going to go anywhere. 1 recommend the latter as I believe it is 
a be.st practice and the whole point for going down this path in the 
first place. 


between Robin Beran. Caterpillar, and James Bowers. PWC tax partner, which included an email 
that indicated the presentation wa.s sent to Caterpillar .senior executi\'cs Douglas Oberhclman and 
David Burritt. 6/8/2006 email irom Robin Beran to James Bovvers. ’‘Fw; FYl - 2006 Corporate 
Tax Audit Committee Presentation." PwC_PS[_CAT_00004799 - 827. The attachment to this 
email set out plotted tax positions identifying risk for various positions including CSARL's 
Bundled Royalty rate and the Virtual Inventory. Id. at 827. It docs not appear that these 
positions w'erc presented to the Audit Committee at the June 2006 meeting. Neither Robin Beran 
nor the Audit Committee Chairman, liugene Fife, recalled any details about the TRGRs 
presentation to the Audit Committee. Subcommittee interviews of Robin Beran. Caterpillar 
(]0/18./20n) and Fugene lufe. Caterpillar (! f/ 13/20 13). In fact, Mr. Fife had no recollection ol’ 
the phrase “Tax Risk Guard Rails." Fonner CFO David Burritt remembers the concept of 
TRGRs being discussed with the Audit Committee, but he does not recall w'hcther the actual 
TRGRs were presented. Subcommittee interview of David Burritt, Caterpillar ( 1 2/4/2013). 

Subcommittee interview of James Bowers. PWC tax partner {1/23/2014}. Me advised that the 
ratings were presented to the Audit Committee in April 2008. 

Id. 

Id. 

8/1 1/2006 emails between Daniel Schlicksup and David Burrilt. '‘Tax Ri.sk Guard Rails.” PSI- 
TWI.i-'-04-00(n26 - 128. at 127. 
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Mr. Burritt responded: “The latter is the way to go, of course. Why 
would we have started this if we weren’t going to do it right?”’** 
However, Mr. Burritt also wrote in a later email: “Focus now on Oct 
A/C [Audit Committee] meeting. Let’s meet after that. But no more 
emails on this, pis. 1 get too many already.” Around this time, the Tax 
Director, Robin Beran, sent an email to Mr. Schlicksup indicating that 
he understood that it was implicit the tax department would keep the 
ratings below high risk: “Assuming guidance is to stay below high 
[risk] in all areas, how do we utilize?”**’ 

2008 TRGRs Report to .Audit Committee. The Fax Risk Guard 
Rails project remained in place for approximately two years, from 2006 
to 2008.’*'* Its risk ratings were reviewed twice each year by the Tax 
Council which retained the high risk ratings assigned to the royalty and 
virtual inventory issues associated with CSARL.**'"’ As late as April 8, 
2008, a presentation with a “Global Tax Update” touting implementation 
of the TRGRs tax risk management tool was prepared for the Audit 
Committee. ’*^’ The presentations noted that the “Tax Risk Guards Rails” 
risk ratings were part of Caterpillar’s “robust” tax risk management 
process.**’ It also advised the Audit Committee that Caterpillar’s “risks 
are actively managed.”*** 

One of the slides in the 2008 presentation identified the “CSARL ■- 
Parts Distribution - Management & Reputation” as one of the “Higher 
Risk Areas.”**'* The Audit Committee was also advised in the 
presentation that the eompany had developed a plan with outside counsel 
to mitigate this risk. *'*” The presenter's note to this presentation stated, 
with regard to parts distribution: 

“CSARL and CAT Inc. trade parts in a manner that increases the 
Parts Sales that qualify for favorable tax treatment. The 
complexity of the activity could be cast in unfavorable light. To 


Id.at 126. 

7/28/2006 email Irom Robin Beran to Daniel Schlicksup, PS!- rWLF-04-()()0368. 
Subcommittee interview ofDavid Burritt. former Caterpillar CFO (12,/4/20I3): "Caterpillar 
Inc. Report to /\udit Committee." PSl-TWLF- 1 6-0001 14 - 124. at 121 , The report \va.s provided 
as pari of Caterpillar's "World Class Tax Update" that it had "implemented the Tax Risk (.jiiard 
Rails to reduce Risk and C.’omplexity.'” 

-’*■ 3/21/2006 Tax Risk Guardrails. RSl-TWLF-04-000382: 10/1.3, '2007 Tax Ri,sk Guardrails. 
PSl-l WI,F-04-000383; 3/18, '2008 Ta,x Risk GuardraiLs. PSI-TWLF-04-000384 and 2/8/2006, 
Tax Risk Guardrails Criteria (draft). PSl-TWLF-04-000381. 

'’^’M/8/2008 Caterpillar "Global Tax Update." C.'\T-002087 - 1 12; .3/13/2008 email from .lames 
Bowers, PVVC audit partner, to Sharad Jain. "Tax Presentation." P\VC_PSI_CAT 00036773. 

Mr. Bowers advised the Subcommittee that the attachment to the email was presented to the 
Audi! Committee. Subcommiltcc intervievv of James Bowers, l^WC (1/23/2014). 

Id. The presentation showed that Caterpillar's tax risk management processes were "robust." 
4/8./2008 Caterpillar "Global Tax Update," C.AT-002087 - 1 12. at 094. 

4/8/2008 Caterpillar "Global Tax Update." CA'l‘-002087 - 112. See also 5/13/2008 email 
from Jame.s Bowers. PW'C. to Sharad Jain "Tax Presentation" PwC (\SI CAT 00036773. 

.190 5 , 



243 


80 


ensure our position is correct, we worked extensively with outside 

counsel and accountants on the process involved.”’’^ 

Together, the evidence indicates that the TRGRs risk ratings 
served to focus attention on the Swiss tax strategy, led to a consensus 
among participants on Caterpillar’s Tax Council that the strategy had 
risky elements, and alerted Caterpillar’s Board of Direetors, through the 
Board’s Audit Committee, as well as its senior executives, to the 
ongoing risks posed by the Swiss tax strategy. 

Downplaying the TRGR High Risk Ratings. When asked about 
the TRGR risk ratings related to the Swiss tax strategy, Caterpillar 
downplayed their significance. During interviews with the 
Subcommittee, senior executives from Caterpillar’s tax department, as 
well as Caterpillar’s CFO at the time they were implemented, told the 
Subcommittee that the TRGRs risk ratings were of limited value in 
informing either the Board of Directors or the Audit Committee about 
Caterpillar’s tax risks, and the risk ratings were therefore abandoned in 
2008. During interviews, these executives recalled little detail about the 
tax risks or ratings identified during TRGRs process or how they were 
used. The Audit Committee Chairman at the lime, Eugene Fife, told the 
Subcommittee he had no recollection of the phrase “Tax Risk Guard 
Rails,” despite the fact that he appeared to have played an active role in 
their adoption. The Caterpillar Tax Director, Robin Beran, said that 
he had been skeptical of the usefulness of the risk ratings from the 
beginning,”’^ and viewed the ratings as Hawed because anything 
involving a large amount of money w ould lead to a high risk rating.^^'* 
He told the .Subcommittee that rather than rely on the TRGRs ratings 
assessed by his senior staff, he relied on e.xpert tax advice from PWC 
and McDermott Will & Emery. Another senior tax department official, 
Rodney Perkins, told the Subcommittee that the TRGRs process w-as not 
a useful tool and that he didn’t remember the risks associated with 
eSARL. Former CFO David Burritt acknowledged that he w'as 
originally in favor of implementing the TRGRs process, but later 
concluded that the process w'as too “heavy” and time and resource- 
intensive. He told the Subcommittee that he did not recall any specific 
risks that the TRGRs identified.’'^'’ 


5/13/2008 email tVom James Bowers. PWC, lo Sharad Jain 'Ta.\ Presentation" 

PwC_PSI CAT_000.36774 - 791. at 785. 

Subcommittee interview of Eugene Fife. Caterpillar Audit Committee Chair (1 1/13/2013). 

Deposition of Robin Beran in Schiicksiip v. Caterpillar . PS!-'T'WLF-I2'00000S. at 23. 

Subcommittee interview of Robin Beran. Catcrpillar{10/18./20]3). 

Subcommittee in!er\ iew of Rodney Perkins, Caterpillar (1/15/2014). .Vlr. Perkins also 
advised the Subcommittee that he was more concerned with the adequacy ofthe amount of the 
licensing fees paid by CSARL. than the lack of a business purpose or economic substance in the 
eSARL transaction. 

Subcommittee interview of David Burritt. former Caterpillar CFO (12/4/2013). 
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D. Swiss Tax Strategy Policy Concerns 

The Swiss tax strategy that PWC designed and Caterpillar adopted 
to lower its U.S. taxes raises multiple policy questions. They include 
w'hether the strategy lacked economic substance, whether the agreements 
between Caterpillar Inc. and CSARL violated arm’s-length principles, 
and whether its use of a virtual inventory system created a taxable U.S. 
presence for CSARL. Together, these and related problems demonstrate 
why transfer pricing agreements between a U.S. parent corporation and 
its foreign affiliate raise multiple policy concerns; the agreements are 
between related parties with aligned interests and too often function, not 
to allocate costs or profits fairly between the parties, but simply to shift 
profits offshore to avoid U.S. taxes, exploiting loopholes and 
weaknesses in U.S. transfer pricing regulations. 

(1) Economic Substance Concerns 

The first policy issue raised by Caterpillar’s Swiss tax strategy is 
whether the CSARL transaction lacked economic substance. At least 
two tax professionals within Caterpillar concluded that the CSARL 
transaction lacked economic substance and had no business purpose 
other than tax avoidance, bringing those concerns to the attention of 
officers at the highest levels of the company through an anonymous 
letter in 2004, and a series of emails and memoranda by the company’s 
Global Tax Strategy Manager beginning in 2007. Even though company 
executives knew the CSARL transaction had been tax motivated, the 
employee concerns were dismissed. While Caterpillar does not dispute 
that the CSARL transaction w'as the result ofa tax strategy designed to 
lower the company’s taxes. Caterpillar says that fact is irrelevant and its 
actions should be judged solely on whether it has complied with U.S. 
transfer pricing laws and regulations, which it contends the company 
did. 


Anonymous Letter. In 2004, an anonymous letter was received 
by Caterpillar’s CEO and the tax department alleging that the CSARL 
transaction lacked any business purpose other than tax avoidance. ’'” 
The letter stated in part: 

“1 do not believe Caterpillar’s transfer pricing practices (past and 
present) meet the IRS’ tests. The Officers and Board of Directors 
need to examine the transfer pricing issue before Caterpillar ends 
up in court and in the press .... [T]he Tax Code does not permit 
transactions or an organizational structure that have no substantial 
business purpose other than for tax avoidance purposes. The 


Robin Heran told the Subcommittee that he shared the anonymous letter \\'ith the IRS auditors 
stationed at the company. Subcommittee interview of Robin Beran. Caterpillar Tax Director 
(! 0 / 18 / 2 () 13 ). 
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CSARI. reorganization in my opinion, does not meet this test. 
When you look through the reorganization, the primary purpose 
was to avoid taxes. 


Over the past few years, Cateipillar's tax rate lias dropped 
significantly due to veiy' questionable transactions and 
organizational changes. I work in the Tax Department and I 
strongly disagree with how' we have conducted our business over 
the past few years. I have not spoken out before, because of the 
fear of retribution. I am speaking out now for the long term good 
of Caterpillar. An independent investigation (not PWC or our 
outside tax counsel) is needed. If there is no independent 
investigation or if there is any retribution, 1 will go the IRS.”^‘’* 

Caterpillar's Tax Director, Robin Beran, forw'arded the anonymous 
letter to the CEO along with a memorandum disputing its analysis and 
recommending against further investigation, because he considered the 
issues raised to be without merit.^’'* Mr. Beran w rote that the allegations 
were untrue, and the author was misinformed. With regard to the 
transfer pricing issue, he stated: "CAT’s transfer pricing policy is the 
result of detailed analysis of the functional activities of the various 
entities in strict accordance with Treasury Regulations.”'''’® He also 
noted that two independent accounting firms had assisted in Caterpillar’s 
analysis. With regard to the allegations concerning the lack of a 
business purpose other than tax avoidance, he explained that CSARL 
was formed to facilitate and coordinate Caterpillar’s non-U. S. business 
activities throughout the world, which had been previously carried out 
by eSARL’s predecessor, COSA. He also noted: “The basic operations 
of Caterpillar SARI, are no different than any other valid and legal 
partnership operating anywhere in the world.”''®' 

Tax Strategy Manager Concerns. Three years later, in 2007, 
Daniel Schlicksup, Caterpillar’s Global Tax Strategy Manager, began 
raising similar concerns inside the company. In .lanuary 2007, Mr. 
Schlicksup w'fote an email to Caterpillar’s Tax Director raising que.stions 
about the CSARL transaction and the “economic substance” tax 
doctrine. He wrote: “To my knowledge there is no one in CSARL 
managing the parts business or managing the subcontracting of all the 
activity to [Caterpillar] Inc.”''®" He suggested that a review of the facts 
and case lavv would be prudent, sending several recent cases from the 


.s/6/2004 memorandum from Robin Beran. Caterpillar, to Douglas Oberheiman. Caterpillar. 
“Tax Concern.s Raised bt' an Unnamed Source." PSI-T\Vt,F-02-n001,T9.i - 396. at 395. 

Id. at 393. 

Id, at 394. 

1/19/2007 email from Daniel Schlicksup. Caterpillar Global Tax Strategy Manager, to Robin 
Beran. Caterpillar, I’SI- rWLF-02-000349 - 352, at 349. 
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Seventh Circuit. From July through September, Mr. Schlicksiip 
repeated his concerns to the company’s legal department about the lack 
of business sub.stance in the CSARL transaction, as well as raising 
concerns about other aspects of Caterpillar’s business. In September 
2007, Mr. Schlicksup sent an email to Caterpillar’s ethics officer 
reiterating his concerns. He wrote: 

“There is about approximately $1 b on the balance sheet 
representing profit after tax generated by the CSARL parts 
initiative. The number increases by about S200-250M per year .... 
In January 2007, 1 raised the issue of whether the judieial doctrines 
of Economic Substance and Business [P jurpose have been 
adequately addressed.... The essence ofthe issue is that to my 
knowledge, the parts business is managed from the US, yet we are 
running the parts profits through Switzerland as if the business was 
managed by CSARL.’’’'"''’ 

He also wrote: “I believe an inquiry into this issue is appropriate.” 

In April 2008, when Mr. Schlicksup was preparing a presentation 
for the Caterpillar Board of Directors discussing CSARI, among other 
high risk tax strategies, he sent an email to the head ofthe tax 
department, Robin Beran, again raising the economic substance issue 
and urging that it be discussed w ith the Board: 

“With all due respect, the business substance issue related to the 
CSARL Parts Distribution is the pink elephant issue w'orth a 
Billion dollars on the balance sheet. 1 have been asking for more 
than a year if w e have memos with proper facts and analysis of 
case law'. ... 1 don’t think you can talk about CSARL without 
addressing this issue and it is not addressed in the charts you have 
included.”’'"" 

When the formal inquiry and Board discussion that he requested 
failed to materialize, in May 2008, Mr. Schlicksup sent Caterpillar’s 
Executive Office a memorandum detailing his concerns about 
improprieties occurring at the company, including his concerns about the 


Id. Mr. Schlicksup sent nnolher email to Mr. Beran about the lack ofeconoiTiic substance in 
the CSARL. transaction in March 2008. Mr. Beran responded: "I didn't get to mention it you ... 
but it [is] covered extensively in 4 memos” prepared by outside counsel. 3.''24/2008 email from 
Robin Beran. Caterpillar, to Daniel Schlicksup. Caterpillar. PSl-'rWLF-{)2-000460. 

7/19/2007 email from L^aniel Schlicksup, Catcipillar. to Debra Kuper. Caterpillar Senior 
Corporate Counsel. ”FYI. I assume you want this information as it comes up.” PSI-TWL.F-02- 
000368; 8/14/2007 email from Daniel Schlick.sup, Caterpillar, to James Buda. Caterpillar. 
■■Tomorrow's Meeting.'’ PSl-TWLF-02-000369 - 379. 

9/07/2007 email from Daniel Schlicksup. Caterpillar, to Nancy Sno3\dcn. Caterpillar Director 
of Business Resources. "OBP Complaint - Accounting Practices- No. 2.” PSi-TVVLF-02-000387 
- 392. at 387. 

4/1/2008 email from Daniel Schlicksup. Caterpillar, to Robin Beran. Caterpillar. ''Pis review 
again before we send in AM.” PSl-TWLF-07-000022. 
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lack of business substance in the CSARL transaction.'’”' Mr. 

Schlickup’s memorandum identified the following problems: the 
CSARL transaction lacked a business purpose other than tax avoidance; 
there was no real change in the company’s business functions as a result 
of the CSARL transaction; there was no non-tax related change in 
Caterpillar’s economic position after the CSARL transaction; and the 
transaction was tax motivated.'’®* 

Another senior tax manager in Caterpillar’s tax department, 
Rodney Perkins, when asked about the CSARL transaction in a 
deposition, made statements that raised further questions about the tax 
strategy’s business purpose. Mr. Perkins, Caterpillar’s Senior 
International Tax Manager with direct responsibility for CSARL, was 
asked in a deposition about w'hether the CSARL transaction had any 
“business advantage” other than “the avoidanee or deferral” of U.S. tax 
and said under oath the following: 

“Q. What was the benefit to Caterpillar Inc., to have CSARL 
purchase finished replacement parts instead of having 
Caterpillar, Inc., buy them and sell them to CSARL? 

A. It would alter the character of income from CSARL from 
includable deemed distribution income to the U.S. 

Q. So the advantage to Caterpillar, Inc., would be that it would 
pay less federal income tax? 

A. Yes. 

Q. And that would be an advantage to the enterprise as a whole in 
the sense that the tax was at least deferred? 

A, Yes. 

Q. Was there any business advantage to Caterpillar, Inc., to have 
this arrangement put in place other than the avoidance or 
deferral of income taxation at higher rates? 

A. No, there was not. 

[Caterpillar Counsel]: Let’s take a break.”'’®® 


■*“' .5/1/2008 memorandum Irom Daniel Sclilick.sup. Caterpillar, to the Caterpillar E.'tecutir'c 
Office (Douglas Obcrhclman. Group President; and l-d\vard Rapp. Group President). PS.1- 
'rWLF-02-001208 - 222, 

Mr. Schlicksup was later demoted from his position in the Caterpillar ta.x department and filed 
a lawsuit against his employer charging retaliation under the Sarbanes-Oxlcy Act. Schlicksup v, 
Caterpillar . Case No. 09-1208 (C.D. Illinois. Peoria Division 2009). In 2012. the law.suit was 
settled for an undiselosed amount and dismissed. One Cateipiliar representative exprcs,scd the 
view that Mr. Schlicksup may have decided to file the lawsuit earlier and wrote emails while at 
the company to help his case. 

Deposition of Rodne;- Perkins in Schlicksup Caterpillar . PSI-TWI..F-1 0-000004. at 111. 
When the Subcommittee asked Mr. Perkins about his deposition testimony, he claimed that what 
he meant wa.s that there was no advantage in a lower effective tax rate for the busincs.s units. 
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Other factors also support the view that the CSARl, transaction 
lacked economic substance. They include that the Swiss tax strategy, for 
which PWC’s tax consultants were paid over $55 million, was explicitly 
designed as a tax reduction effort; it was driven and paid for by the 
company’s tax department;'^'** and was touted as Caterpillar’s “primary 
tax structure” used to lower its U.S. effective tax rate.'" ' One of the 
indicators that the IRS has identified as suggesting an economic 
substance problem is when a transaction is “promoted/developed/ 
administered” by the corporation’s tax department or outside tax 
advisors.'""’ In addition, as recounted earlier, the CS.ARL transaction 
made changes on paper, but not in the actual functioning of Caterpillar’s 
replacement parts business which continued to be led and managed from 
the United States. 

Moreover, Caterpillar’s profit before tax on a consolidated basis 
remained essentially unchanged compared to before the CSARL 
transaction. At the same time, only a small portion of those consolidated 
profits were reported in the United States as taxable income. ■"■’ In short, 
the point ofthe CSARL transaction was not to increase Caterpillar’s 
earnings, but simply to send more of its profits abroad to lower the 
company’s effective tax rate. 

Caterpillar contends that the CSARL transaction, w'hile tax 
motivated, refected the changing nature of its parts business, which 
included increasing sales outside ofthe United States. According to the 
company’s 2013 annual report, for example, about 67% of Caterpillar’s 
total revenues were generated by non-U. S. sales.'"'* Caterpillar 
executives attribute that increased sales activity to its marketing 
companies, including CSARL, whose job is to re-sell Caterpillar 
products and parts to its non-U. S. dealer network. Caterpillar asserts 
that the CSARL transaction was simply a matter of removing the 
unnecessary presence ofthe U.S. parent company from the legal title 
chain for third party manufactured parts sold abroad. Uow-cver, ofthe 
Caterpillar finished replacement parts sold abroad, nearly 70% w'erc 
manufactured in the United States, and the U.S. parent company 
continued to manage and lead the company’s parts business primarily 


This explanation didn't appear credible in the context ofthe questions and answers given during 
his deposition cited above. 

Deposition of Sally Stiles in Schlicksup v. Caterpillar . PSI-'rWl..P-l 1-000008, at 106-107; 
Subcommittee interview of Robin Reran. Caterpillar (10/18/2013). 

^ Caterpillar presentation from Robin Reran. Caterpillar, to Edward Rapp. Caterpillar. Global 
Tax & Trade, PSI-TWLF- 19-000000 - 097. at 093. 

See 7/15/201 1 ’’Guidance for Examiners and Managers on the Codilled Economic Substance 
Doctrine and Related Penalties," prepared by the IRS. http;.//u^vw.irs.gOA /Businesscs/Guidancc- 
ror-Examincrs-and-Managcrs-on-the-Codilicd-Economic-Substance-Doctrinc-and-Related- 
Penalties. 

Subcommittee intervie\’-s ofRodney Perkins, Catcrpillar(l/i5/l4) and .Jananne Copeland. 
Caterpillar (10/30/2013}; Deposition of Jananne Copeland Schlicksup v. Caterpillar . PS!-T\VLF- 
15-000007. at 039. 

Caterpillar Inc. Annua! Report (Fomi-lOK). at 8 (2/19/2013). 
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Prom the United States. Phe ongoing dominant role of Caterpillar’s U.S. 
personnel in the company’s parts business raises questions about 
whether the CSARL transaction, and the resulting allocation of non-U. S. 
parts profits to Switzerland, accurately reflect the economic reality of 
Caterpillar’s parts business. 

2007 Review and Report. In 2007, the same year Mr. Schlicksup 
raised concerns about the CSARL transaction, a PWC document shows 
that Caterpillar’s tax department initiated a review to determine whether 
CSARL had sufficient “operational substance” to support Caterpillar’s 
decision to direct most parts profits to Switzerland."*'' A PWC 
chronology of events related to the CSARL transaction noted that the 
Caterpillar tax department’s review had concluded in a written report 
that “sufficient .substance was maintained by CSARL” so that no 
“material exposure” existed for the company When the 
Subeommittee requested a copy of that report from both Caterpillar and 
PWC, however, neither provided one. Caterpillar told the Subcommittee 
that it was unable to identify any responsive document other than 
documents for which it was as.serting attorney-client privilege, and PWC 
advised it was unable to locate a copy in its files.'”’ 

2009 Review and Aetions to Preserve S300 Million Annual Tax 
Benefit. In late 2008, the IRS proposed a regulation creating a new test 
to allow a manufacturer to claim that a controlled foreign corporation 
(CFC) was exempt from U.S. taxation under a manufacturing exception 
to Subpart F.*”* To meet the new test and qualify for the tax exemption, 
a CFC had to show that it made a “substantial contribution” to the 
manufacturing process.'”’ During that 2008 time period, Caterpillar w'as 
also conducting an unrelated realignment of its business operations. At 
that time, PWC and Caterpillar’s tax department conducted another 
review of CSARL to determine whether it met the new IRS 
requirements, whether CSARL’s parts business had adequate substance 
to preserve its annual parts tax benefit, and whether it would need to 
inerease the royalty paid to Caterpillar. 

In November 2008, an email exchange between two PWC transfer 
pricing experts assigned to Caterpillar discussed the possible problems 
with CSARL.''”’ Steven Williams, a PWC Managing Director, wrote: 


2/16/2010 "Caterpillar Inc.. CSARL Permanent Pile. Chronological llistory; 1999-2010,” 
PwC PSI CAT 00003406 - 463. at 409-410. 

12/3/2013 Calcrpiilar rc.spon.se to Subeomniillee Questionnaire. CAT'000270 - 298, at 297. 
For more information about the proposed regulation, sec background chapter of this report. 
Foreign Base Company .Sales Income - Manufacturing Exception. 

See Treas. Reg. § 1 ,9s4”3(a)(4)(iii). 

! 1/4/2008 emails between Steven Williams. PWC Managing Director. Global Transfer 
Pricing, and Thomas Quinn. PWC International Tax Service Partner. PwC_PSI_CA'r_00033157 
-159.^ 
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“[.I]ust curious — say they [Caterpillar] decide most PMs [Product 
Managers] stay in U.S. How do we retain CSARL parts profits if 
those ‘US entrepreneurs’ claim both machine AND parts profit?” 

Thomas Quinn, a PWC tax partner who helped design the CSARL 
transaction, replied: 

“PMs in US will put some pressure on the parts profit model. 
These guys are really bought into the PM is king concept. We are 
going to have to create a story that will put some distance between 
them [product managers] and parts (eg. all the parts that are non- 
current) to retain the benefit. Get ready to do some dancing.” 

Mr. Williams responded: 

“What the heck. We’ll all be retired w'hen this audit comes up on 
audit. [Edward] Bodnam and [C]hris Dunn will have to solve it. 
Baby boomers have their fun, and leave it to the kids to pay for 

it„42l 

A few days after this email exchange, Mr. Williams and Mr, Quinn 
worked with Caterpillar’s Tax Director, Robin Bcran, on a presentation 
for Caterpillar’s Executive Office alerting them to the potential problems 
involving CSARL. Their November 1 1 , 2008 presentation described 
eSARL’s tax benefits, analyzed its potential problems in meeting the 
new IRS regulatory requirements, and recommended additional actions 
to bolster its substantive parts operations. The presentation began by 
noting that, since 1999, the CSARL transaction had produced $1.3 
billion in cumulative after-tax benefits and forecasted an additional $250 
million tax benefit for 2008.'*"^ With regard to the related tolling 
agreements, the presentation noted a total of S200 million in after-tax 
benefits to date, while forecasting a loss for 2008. The presentation 
indicated that, overall, CSARL “today” produced a tax benefit of “250 - 
300M” per year, resulting in a lower effective tax rate of 5 - 6 
percentage points and $0.40 - $0.48 profits per share.*'*'' 

The presentation then described the new IRS requirements for 
qualifying a foreign affiliate to claim the manufacturing exception to 
Subpart F, w'hich required a showing that the affiliate made a 
“substantial contribution” to the manufactured goods being sold. The 
presentation expressed doubt that CSARL had the entrepreneurial or 
substantive manufacturing operations called for by the IRS 


vSee 1 1/'6/2()08 emails between Steven Williams, PWC. and Thomas Quinn. 

PwC_PSLCAT J)0033229 - 234. 

1 l/l 1/2008 email from Rodney Perkins, Caterpillar, to Thomas Quinn. PWC. “Excc OlTicc 
Slides - Business Alignment." P\vC_PSl__CAT_00033241; 1 1/11/2008 pre.sentation, Caterpillar 
Inc., ”2009 Business Alignment Update Briefing." PwC_PSI_CAT 00033242 - 252. 

Id. at 24.1 
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requirements. The presentation stated: “IRS insisted on substantial 
local entrepreneurial decision-making.”'’*'’ 

To meet the IRS requirements and preserve CSARL’s tax benefits, 
the presentation recommended that four worldwide product managers be 
moved to Geneva.'’*’’ It warned that “[r]egional product managers will 
not be sufficient under the proposed IRS regulations,” and the “failure to 
take action weakens current CSARL structure,” which meant its “$250 
million tax benefit would be at risk.”'’*' Another presentation in .lanuary 
2009, urged that worldwide product managers and a “Global Parts 
Management” organization be located in Geneva to address “optics 
concerns” related to “[tjaxation in CSARL with minimal business 
substance.”’** 

On December 4, 2008, Rodney Perkins, Caterpillar’s Senior 
International Tax Manager for CSARL, sent an email copying 
Caterpillar’s Tax Director and CFO and forwarding a message to PWC 
expressing concern about the potential impact of the proposed IRS 
regulations on CSARL and urging that .steps be taken to expand CSARL 
beyond a regional role and give it more “entrepreneurial substance. 

Me wrote in part: 

“After realignment, benefits for both machine and parts are at risk 
unless there's sufficient entrepreneurial substance in Geneva 
(worldwide product managers, not regional product managers, 
achieve this) .... Regional entrepreneurship doesn't create 
worldwide entrepreneurship for parts — PARAMOUNT 
IMPORTANCE. CSARL is not regional .... Current language in 
examples of proposed US regulations stales: where substantial 
operational responsibilities and decision making 
regularly exercised by domestic parent employees [Worldwide 
Product Mgrs employed by Cat Inc in the US], w'ho are directing 
the activities of a principal's employees [regional product 
managers in CSARL], the principal does not meet the 
manufacturing exception [immediate US taxation of CSARL 
profits, including those arising from parts] .... [Djepending upon 
final language when regs released, could be PARAMOUNT 


’’’ Id. 

Id. at 247 and 3,50. See also 1 1/6.'2008 email from Slevcn Williams. PWC. to Thomas Quinn. 
PWC. PwC PSI CAT 00033229 ("need Tn'c guys outside US to maintain CSARL benefUs (250 
in parts. 50-“ in machines in normal years)")- 

! 1/1 1/200S email from Rodney Perkins. PWC. to I’homas Quinn. PWC. 'T/xcc Office Slides - 
Bnsinc.ss Alignment." PwC PS! CAT_0003324i ; 1 1. /1 1/2008 presentation. Caterpillar Inc., 
“2009 Business Alignment lipdate BriefingC PwC_PSLCAT__00033242 - 252. 

1/9/2009 email iVom Michael Murphy, PWC. to Steven Williams. PWC, “CAT Slides." 
PwC_PSI CAT 00224682: 2009 presentation, Caterpillar Inc., "Product Management 
AiignmenC' P\vC_PSi_CAT_^00224683 - 686, at 685. 

i2./05/2008 email from Rodney Perkins. PWC. to Thomas Quinn, PWC. “Business 
Alignment-Product Manager Conference Calls-Global Tax Obserc^ations." 
i'wC._..PSI__CAT' 00060748 - 749. 
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IMPORT' ANCE[.j Absence of any worldwide product manager in 
Geneva and relocation of some regional managers have 
significantly weakened existing substance. 

The IRS’ proposed regulations were finalized in February 2009. 
Despite the warnings and recommendations ofPWC and the company’s 
Tax Director, however, it appears Caterpillar chose not to move any 
worldwide Product Managers to CSARL in Switzerland; nor did it 
transfer additional regional Product Managers there to replace some who 
had left. Instead, according to an internal PWC document, the company 
simply worked with PWC “to ensure that the responsibilities of Geneva- 
based ‘Regional Product Managers’ complied with new Treas Reg. 

1 .954-3 w'hich required CSARL employees deinon.strate [a] ‘ substan tial 
c ontribution ’ in the manufacturing proccss.’’^^' 

During this same period, Caterpillar also created a new worldwide 
parts position at CSARL, the first in Switzerland. In November 2009, 
the company created the position of “Worldwide Parts Manager,” wTrich 
w'as filled by a non-U. S. employee, Quentin de Warlincourt, at 
CSARL. According to Caterpillar’s outside legal counsel, the new 
Worldwide Parts Manager was “in charge of WW [worldw ide] parts 
management” and “[ajccountable for the aftermarket strategy for all 
Machine Business Divisions, and Lngine Business Divisions. The 
presentation also stated: “Runs the WW Parts Roundtable, [djrives 
implementation through other groups that impact aftermarket business 
sales and .strategy (Components, Logistics, Distribution Services, 
Purchasing, etc.).” 


PWC presentation. ''Catcipiliar Inc. CS.ARL 2009 activities Report to .Audit Team .lanuary 
2010." P-Vv'C PSI_CAT__000383() - 0003875, at 833 [emphasis in original j. See also 12/3/2013 
Calerpiliar response to Subcommittee Quc.slionnaire. C.A,T-000270 - 298. at 281-293. 

12/3/2013 Caterpillar response to Subcommittee Questionnaire. CAT-000270 - 298, at 286; 
PWC presentation. "C’alerpiliar inc. CSARL. 2009 activities Report to Audit Team .lanuarv 
2010," PwC_^PSLCAT 0003830 - 875, at 848. 

12/3/2013 Caterpillar response to Subcommittee Questionnaire. CAT-00()270 - 298. at 286. 
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Mr, WaiiincoLirt’s position was made part of the Customer 
Services Support Division, and he reported to the division head, Stephen 
Gosselin, in the United States. The resulting position fit into 
Caterpillar’s organization as follows: 


CSARL’s Worldwide Parts Manager 



In a January 2010 report prepared by PWC’s tax consulting 
services summarizing its 2009 CSARL activities for PWC’s Caterpillar 
auditing team, the PWC tax partners described the creation of the new 
Worldwide Parts Manager position as enabling CSARL to “have closer 
management, supervision, and entrepreneurial responsibilities over WW 
I worldwide] parts. The PWC tax consulting services presentation 
also informed the PWC auditing team: “The WW Parts Management 
Structure provides further substance to preserve annual parts benefit of 
$300m.”^"^ 

In March 2010, an internal draft PWC report included Caterpillar 
materials describing additional details about the new CSARL position. 

It noted that the Worldwide Parts Manager was the “global steward” of a 
Worldwide Parts Strategy Roundtable, which was comprised of senior 
personnel representing all of the machine and engine business 


5/17/2010 email from N4ichael Murphy. PWC Manager Autonomy and Technology, to Ste^■en 
Williams, PWC. "WW Parts Manager," PwC_PSI_CAT_002I3059 - 064. at 063. 

PWC presentation. "Caterpillar Inc. CSARL 2009 Activities Report to Audit Team .lanuary 
2010, "PWC PSI CAT 0003830 - 875. at 847. 

Id. at 848. 
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divisions. At the same time, neither the Worldwide Paris Manager 
nor the Roundtable appears to have been given any key decision-making 
authority with regard to parts. For example, the Roundtable was 
empowered to provide advice, but apparently not to exercise decision- 
making authority, with respect to parts margin targets, sale targets, eost 
targets, or pricing. 

Over the following five years, Mr. Warlincourt assembled a small 
staff of five to twelve persons in Switzerland. Me continued to report 
to the Customer Services Support Division head in the United States. 

He was not joined by other senior parts exccutives.'^'^** Mr. Warlincourt 
has since been replaced by Thomas Zihlmann, wTo is located in 
Switzerland and wliose job title has been changed to Worldwide Parts 
Strategy Manager.^^' 

Caterpillar’s Response to Allegations of Lack of Economic 
Substance. Caterpillar disagrees with the claim that the CSARL 
transaction lacked economic substance and had no business purpose 
other than to reduce the company’s taxes. 'I'he company provided the 
Subcommittee with a report prepared by an outside tax expert, New 


3/15/2010 “Calerpiliar Inc. W'orldwicic I’arls Management I'inal Closing Book, Draft Version 
as of March 15, 2010" PwC PSi CAT 00003876 - 168. at 882. 

id. at 888-891 and 906-912. 

Subcommittee interview of David Picard. Caterpillar (3/4/2014). 

Caterpillar’.s legal counsel sent the Subccmimitlee a letter identifying four key parts per.sojinel 
who were transferred to CSARL in connection with the restructuring of the Swiss entity. COSA; 
"[Tjhere has been substantial movement of personnel with significant rcsponsibiiitie.s within, and 
to, Switzerland including: (i) the promotion ofa Vice-I^residcnt as a new Group President 
responsible for all of EAME operations, (ii) the movement of several Product .Managers to 
Svvitzeriand, and (iii) the appointment ofa Parts [Purchasing Manager in Switzerland. Further, 
the Worldwide Parl.s Manager was later located in Switzerland together with a newly appointed 
Vice-President in Singapore." 9/23/2013 Calerpiliar letter to the Subcommittee. PSI-Caterpiilar- 
04-000001 - 009. at 004. In a subsequent letter. Caterpillar's legal counsel provided additional 
detail about the positions shifted to CSARI. after its creation, and included a list ol’more than 
three dozen positions, many of which had already been located in Switzerland, '{ he list was 
composed primarily of positions at the manager level. I2/3./2013 Caterpillar response to 
Subcommittee Questionnaire. CA 1-000270 - 298, at 281-293. The listed positions appear to 
have been primarily regional in focus, often associated with CSARL's lolling agreements with 
Caterpillar's Belgian and French manufacturing facilities, and seemed to bear little direct 
connection with or responsibility for the company's global parts business. For example. Gerard 
Vittecoq. who was a managing director in Caterpillar Belgium S.A., responsible for the Belgium 
manufacturing facilities, moved to CSARI. and became the Vice President of EAME. His new 
responsibilities included "joint responsibility with the newly created Product Development 
Division for EAME, excluding Marketing." He also had responsibility for enterprise 
profitability for manufacturing facilities within EAME. His responsibilities appear to have been 
limited to the madiines manufactured in EAME. and included only a minimal role at best in 
connection with the global PFRP parts business or third party parts supplier.s. Another example 
offered in the letter was the promotion of Edward Rapp, who became Vice President for EAME 
Marketing. Mr. Rapp, who sened in Geneva between 1995 and 2004. received this promotion 
without changing his location. Mr. Rapp, who presumably had day-to-day contacts with EAME 
dealers, testified at a deposition in 2011, that while in Geneva he was familiar w ith CSARL's 
predecessor. COS.A, but had not heard of CSARL. Deposition of l-'dward Rapp in Schlicksiip v. 
Caterpillar . PS1-TWLF-19-00000I, at 019. 

‘ 3/27/20 1 4 Information provided by Caterpillar to the Subcommiltce, PSI-Caterpil!ar-2 1 - 
000001 - 002 . 
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York University School of Law Professor John Steines, w ho w as hired 
by Caterpillar to analyze the economic substance issue and who 
concluded the CSARL transaction did not offend that doctrine: 

“Legislative history of the codification of the economic substance 
doctrine makes clear that the decision to remove Caterpillar from 
the outbound PFRP supply chain did not violate the economic 
substance doctrine. And case law interpreting the substance-over- 
form and economic substance doctrines reveals that they are 
primarily reserved for highly engineered transactions, frequently 
unrelated to the taxpayer’s core business and involving tax- 
indifferent parties with no stake in the outcome other than a fixed 
return, that Congress would not have countenanced as consistent 
with the purpose of the statutes it enacted - in other words, 
transactions that most impartial tax professionals would concede 
are tax shelters. 


“Caterpillar’s restructuring is of an entirely different realm - a 
sensible business decision to remove a redundant middleman 
between supplier and customer, fully within the text and spirit of 
subpart F, notwithstanding that it deferred some U.S, tax. The 
inventory accommodation and flash title features of Caterpillar's 
inventory' control system are pragmatic business solutions to 
normal business problems and do not approach what would raise a 
problem under the case law digested above. 

“In my professional judgment, it is extremely unlikely that a court 
adjudicating with fidelity to the law presented in this report would 
find that the restructuring or the countle.ss ensuing outbound PFRP 
transactions offend the doctrines of substance over form or 
economic substance. - 

The outside expert’s report did not view CSARL’s six Swiss 
partners, each assigned a separate profit stream that included a stream 
for worked parts, PFRPs, and various machines; its licensing agreements 
with 37 Caterpillar affiliates; its service agreement with Caterpillar to 
run the non-U. S. parts business; or its use of flash titling or a virtual 
inventory system, as an example of a “highly engineered transaction.” 
Instead, the report viewed it as reflecting a “sensible business decision to 
remove a redundant middleman between supplier and customer ... 
notwithstanding that it deferred some U.S. tax.” The report failed to 
explain, however, why the decision to remove Caterpillar Inc. from the 
supply chain made business sense from a non-tax perspective, in 


3/7,:201 4 "In the Matter of Caterpillar lnc..“ Caterpillar Expcil VVitne.ss Report by .lohn P. 
Steines. .Ir.. Professor of I, aw. New York University. PSI-Calerpiilar-1 7-000003 - 023, at 017 - 
018. 
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particular since Caterpillar Inc., the “redundant middleman,” continued 
to play the central role in the company's physical supply chain and parts 
business, from designing parts and forecasting parts demand, to 
overseeing the company’s third party parts suppliers, to tracking, 
storing, and delivering the parts, to providing the leadership needed to 
run such a complex, far-llung business - all functions that CSAF^L did 
not have the personnel, infrastructure, or expertise to perform. 

Caterpillar’s Tax Director and its Senior International Tax 
Manager told the Subcommittee that the key analysis vvas, not whether 
the CSARL transaction lacked economic substance, but whether the 
licensing transactions were executed in conformance with U.S. transfer 
pricing laws and regulation.s, under the arm’s length standard. They 
assert that the company complied with all Lf S. transfer pricing 
requirements. 

(2) Arm’s Length Transaction Concerns 

A key policy issue, then, is whether the CSARL licensing 
agreements complied with the arm’s length principle that is critical to 
valid transfer pricing agreements between related parties. An arm’s 
length transaction is a transaction conducted as though the parties were 
unrelated. The arm’s length principle requires that Caterpillar have 
executed the licensing and related agreements with CSARL at a price 
and in a manner in w'hich it would have transacted those agreements 
with an unrelated third party. 

Prior to the 1999 CSARL tran.saction, approximately 15% of the 
company’s parts profits were attributed to Caterpillar’s Swiss affiliate, 
COSA, an allocation which represented what had previously been a 
routine .share of the profits for the Swiss affiliate’s work in servicing 
Caterpillar’s foreign dealers.'*"’* COSA profits were reported as subpart 


Subcommiuce interviews of Robin Beran. Caterpillar (10/18,^20! 3) and Rodney Perkins, 
Caterpillar (1/15,''2014). Those i.ssucs are addressed below. 

See Treas. Reg ^ !.482-l(b). 

See Treas. Reg § 1 .482'l(b) Arm's (ength standard ("‘In detennining the true taxable income 
of a controlled taxpayer, (he standard to be applied in every case is that of a taxpayer dealing at 
arm's length with an uncontrolled taxpayer. A controlled transaction meets the aim’s length 
standard if the results of the transaction arc consistent with the results that 3vauld ha\’c been 
realized if uncontrolled taxpayers had engaged in the same transaction under the same 
circumstances (arm’s length result). However, because identical transactions can rarely be 
located, whether a transaction produces an arm's length result generally will be determined b}’ 
reference to the re,su!ls ofcomparable transactions under comparable circumslanccs."). 

Caterpillar's 1 995 transfer pricing documentation described the portion of parts profits 
allocated to Caterpillar's Swiss marketing affiliate as 4% of the cumulative 30% return on part 
sales earned by Caterpillar. 12.'19.''1996 "Caterpillar Inc. Evaluation of .Arm’s Length Pricing for 
Intercompany Transactions Year Ended December 31. 1995,“ PwC_CAT_PSi_000088Sl - 9104. 
at 959. See also 1 !/! 4/2005 "Caterpillar SARL 2006-2012 Royalty Rate: Options and 
Implications." PwCJ\SI_C.AT;_^00133127 -180, at 164; 3/7/2014 On the Matter of Caterpiliar 
inc..” Caterpillar Expert Witness Report by John P. Steincs. Jr.. Professor of Law. New York 
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F income and taxed in the United States.'*'*’ Nearly all of the remaining 
85% of the parts profits were attributed to Caterpillar and also taxed in 
the United States.^'*® After the CSARL transaction, in 2000, however. 
Caterpillar gave a significant portion of the profits from its non-U. S. 
finished replacement parts business to CSARL, in exchange for a 
licensing fee. 

In its final form, the Caterpillar licensing agreement required 
CSARL to pay a bundled royalty rate for selling both parts and 
machines. According to data provided by Caterpillar, the aggregated 
royalty rate ended up providing Caterpillar Inc, with an amount equal to 
about 31 % of the total combined non-U. S. replacement parts and 
machine profits, while the other 69% or more of the combined profits 
went to CSARL.'*'*’ When just the parts profits are considered, the profit 
split is even more dramatic: in.stead of 85% or more of the profits from 
non-U. S. parts sales going to Caterpillar Inc. in the United States as it 
had for decades prior to 1 999, the licensing agreement directed 15% or 
less of those profits to Caterpillar in the United States and 85% or more 
of the parts profits to CSARL in Switzerland. While Caterpillar 
contends that the aggregated royalty rate is the more appropriate rate to 
consider, since that is the rate contained in the final license agreement 
which covers both parts and machines, it is notable that the Swiss tax 
strategy that led to the licensing agreement targeted only the company’s 
non-U. S. parts profits, w'ithout mentioning machines. In any event, both 
profit splits have resulted in lopsided profits allocations in favor of 
CSARL over Caterpillar. 

At the same time, Caterpillar continued to perform key functions 
supporting the non-U. S. sales of Caterpillar branded parts, including 
much of the parts design, parts forecasting, inventory management, parts 
ordering, supplier oversight, quality control, parts pricing, and parts 
storage and delivery . It did so for cost plus a 5% markup, which 
produced only limited income for the U.S, parent. Caterpillar also 
continued to bear the ultimate economic risk for the parts business, since 
its consolidated financial statements included CSARLf s financial results. 
Whether profitable or unprofitable, CSARL necessarily affected 
Caterpillar’s overall financial results. 

It defies logic that Caterpillar would have entered into a licensing 
transaction with an unrelated party in which it gave away 69%, 85%, or 
more of its business profits on an annual basis in exchange for a 31%, 

1 5%, or smaller share of the profits, while continuing to perform core 


liniversity. at PSi-Calcrpil!ar-!7-000003 - 023. at 007: Subconimiuec interview of Thomas 
Quinn. PWC(]2/17./2013). 

See 3./7.'''20l4 "In the Matter ot' Caterpillar Inc.2‘ Caterpillar Expert Witness Report by John P. 
Stcines. Jr.. Professor of Law. New York IJniversilyy at PSI-Caterpillar-l 7-000003 - 023. at 006. 
See id. at 003 - 004. 

12/3/2013 Caterpillar response to Subcommittee Questionnaire, CAT-000270 - 298. at 277. 
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functions to support those profits and continuing to bear the ultimate 
economic risk. Caterpillar only engaged in the CSARL transaction, 
because the profits sent to Switzerland went to CSARL, a related party, 
and enjoyed a low Swiss tax rate of 4%. In addition, CSARL’s profits 
were included in Caterpillar’s consolidated financial statements, so that 
CSARL’s fmaneial success contributed directly to Caterpillar’s positive 
results. 

It is also notable that CSARL paid nothing to Caterpillar Inc, to 
compensate the company for the decades Caterpillar spent developing its 
parts business before turning it over to CSARL, including developing a 
third party supplier base, designing a large selection of proprietaiy parts, 
and creating a world class logistics system to store and deliver those 
parts anyw'hcre in the world within 24 hours. Nor did CSARL 
compensate Caterpillar Inc. for the right to the future profit streams 
associated with the non-U. S. parts business - billions of dollars in parts 
“annuities” that would last as long as Caterpillar’s durable machines. In 
fact, CSARL made no “buy-in” or other payment or provided any super 
royalty to compensate Caterpillar Inc. for the business it had built or for 
the future profits that would be generated. Instead, CSARL paid 
Caterpillar Inc. only an annual royalty equal to 15% or less of the profits 
produced by the non-U. S. parts business each year plus a service fee for 
performing key parts functions on a co.st plus 5% basis. It is hard to 
understand how Caterpillar would ever have entered into such an 
arrangement with an unrelated party. 

Caterpillar contends, how'ever, that CSARI, fully compensated 
Caterpillar Inc. for all property and services provided by Caterpillar Inc. 
related to its parts business, in accordance with the transfer pricing 
rules.'’"'’' Caterpillar also contends that the CSARL transaction’s profit 
split was an appropriate arm’s length result under current transfer 
pricing regulations and case law, highlighting the aggregated royalty rate 
that produced a 69/3 1 % profit split. In a letter to the Subcommittee, 
Caterpillar wrote: 

“Caterpillar Inc, has paid an immediate U.S. tax on approximately 
35 percent of the total ,sy,stem profit from the licensed business 
[parts and machines]. This allocation of profit to the licensor 
exceeds the 25-75 percent ‘rule of thumb’ profit split articulated by 
the U.S. Tax Court in Ciba-Geigy Corp. v, Comm’r, 85 T.C. 172 
(1985).”''” 


1 1/14/2005 "Calerpinar Sy\RL 2006-2012 Royally Rate: Options and Implications.” 
P\vC__PS!_CAT_00133127 -180; 9/23./2013 Caterpillar Letter to Subcommittee, PSi-Caterpil!ar- 
000002 - 009, at 004 (CSARL license pennilted it "to make, purchase, use. olTer for sale. scil. 
and/or import" Pl'RPs in exchange for paying an "arnvs length” annual royally). 

9/23/2013 Caterpillar Letter to the Subcommittee. PSl-Caterpiilar 00000! - 009. at 003. 

“ id. at 007. 
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In the Ciba-Geiav Coip . case cited by Caterpillar, however, the 
court found that the petitioner had “retained more than 80 percent of the 
net profits before royalties,” and held, “under the rule of thumb 
emphasized by respondent, petitioner retained more than a reasonable 
amount of net profts. That holding raises obvious questions about 
the reasonableness of the 85/15% profit split favoring CSARL with 
respect to non-U. S. parts profits. But even if the 69/31% aggregate 
profit split were considered, other cases evaluating profit splits between 
related corporate entities have disregarded the 75/25% rule of thumb in 
favor of more balanced profit allocations that the courts have found to be 
more equitable. 

The arm’s length principle provides the bedrock upon which U.S. 
transfer pricing regulations are built. In this case study, Caterpillar 
replaced an 85/1 5% profit split with a 1 5/85% profit split of the non- 
U.S. parts profits, while continuing to perform the core functions of the 
parts business and retaining the economic risks. It makes little business 
sense for Caterpillar to take tho.se actions without receiving any 
compensation for the future revenue stream or the value of the parts 
business that Caterpillar had built up over decades.'*'”’’’ The Caterpillar 
case study provides, in a manufacturing setting, a transfer pricing 
agreement between a U.S. parent and foreign subsidiary that seems to be 
less about constructing an arm’s length transaction to divide economic 
contributions and risk, and more about shifting billions of dollars in 
profits to an offshore tax haven in ways designed to low'er the U.S. 
parent’s U.S. taxes. 

(3) Assignment of Income Concerns 

Another issue raising arm’s length questions involves Caterpillar’s 
decision to split its parts profits off from its machine sales, and direct 
those parts profits to CSARL without receiving any compensation for 
the economic value associated with its past and future machines, under 
the Assignment of Income Doctrine. The Assignment of Income 
Doctrine is a judicial doctrine that prohibits an inequitable distribution 
of profits. Under Lucas v. Earl , a taxpayer cannot separate the “fruit,” or 
income, from the “tree on which it grew,”'*^'’ Yet in this transaction, 

Ciba-Geigy Corn, v. Comm 'r. 85 I'.C. 172, 229 (1985). 

See. e.g.. Eii Liliv & Co. v. Commissioner . 84 T.C. 996 (1985), re^•■d in pat’l and affd in part. 
856 F.2d 855 (7th Cir, !988) (approving 55/45 profn split): G.O. Scarie & Co. v. Comn-iissioner . 
88 T.C. 252 ( 1 987) (approving 44,''66 profit split): Bausch & Lomb. Inc, v, Commissioner . 92 
T.C. 525, 584 (1989). affd. 933 f.2d 1084. 1089 (2d Cir. 1991) (approving 50/50 profit split). 

When Caterpillar \s PWC tax consultants were asked if true unrelated parties 3vou!d ever give 
away income in this manner, they dcilected the question, responding liiat the transaction mereh’ 
needed to be justified under ctirrcnl transfer pricing rules. Subcommittee interviews of Thomas 
Quinn. PWC (i2/17.''2013)and Steven Williams, PWC (2/I9./20i4). 

Cucas V. Earl . 28! U.S. 1 1 1 (1930). in Lucas , a man attempted to low’er his tax payments by 
assigning the legal right to his work income, through contract- to his wife. The court determined 
that the husband had performed the work accruing the right to the income, with no role played by 
his wife, and that his income could not be a.ssigned to her. The court wrote: 
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Caterpillar acted to separate the “fruit," the sale of its high-profil-niargin 
parts, from the “tree,” the sales of its low-profit-margin machines on 
which the parts profits depend, and did so without seeking any 
compensation for producing the machines on which future parts rely to 
have value. 

When Caterpillar sells a machine, it often does so at extremely lovv 
profit margins.'''’' At the same time, the replacement parts used to 
service that Caterpillar machine can bring profit margins that are 
multiple times larger. The majority of Caterpillar’s overall profits are 
attributable to its parts profits. The same is true for CSARL. In some 
years, as much as 80% of CSARL’s profits from its licensed business 
have come from parts sales, despite only making up 20% of its sales 
revenues.''"*' CSARL has itself recognized that Caterpillar’s “sale of 
replacement parts is dependent on the sale of machines.”''’'’ In fact, at 
the time of the 1 999 CSARL transaction. Caterpillar’s tax consultants 
observed that “the field population of CAT prime products, which is 
created as CSARL markets prime products in its territory, creates the 
demand for CAT replacement parts.”"’" However, as a result of the 
transaction, the profits for Caterpillar’s parts business were split off from 
the profits of the machine business, without CSARL’s offering any 
compensation for Caterpillar’s development of the underlying business. 

Historically, the majority of Caterpillar’s machines have been built 
in the United States and then sold around the world. In addition, the 
majority of all research and development for the machines is conducted 
in the United States, and nearly all of the intellectual property is retained 
here as well."’' In 1 997, 1S% of Caterpillar’s consolidated machine 
sales came from machinery and engines manufactured in the United 
States.'"^ Although Caterpillar has since globalized its manufacturing 
operations and two-thirds of its sales now come from overseas, the 


"There is no doubt that the statute could tax salaries to those who earned them and 
provide that the tax could not be escaped by anticipatory aiTangcmeiiis and contracts 
however skillfuliy devised to prevent the salar\' when paid from vesting even for a second 
in the man who earned it. 1'hat seems to us the import of the statute before us and we 
think that no distinction can be taken according to the motives leading to the arrangement 
bv which the fruits are attributed to a different tree from that on which lhe\’ urew 
Id. at 114-111 

Sec l()./5/l 999 "Caterpillar Inc. Global Value Enhancement Project Draft”, 

P_wC_ PS1__CAT_00004483 - 530, at 508. 

1 1,/1 4.^2005 "Caterpillar SARL, 2006-2012 Royalty Rate; Options and Implications." 

PwC_,PSl CAT_001 33 ! 27 -180. at 148. 

2/16/2010 "Catcrpiiiar inc. CS/\r<.L Permanent File Chronological Mistory: 1999-2010.” 
PwCfoPSI CA'!'_00()03406 - 463. at 406. 

See 10/5/1999 "Calcrpillar Inc. Global Value Enhancement Project Draft." 
PwC__PSi_CAT_00004483-530. at 498. 

8/30/2013 Caterpillar response to Subcommittee Questionnaire, CAT-000066 - 108, at 076. 

Caterpillar Inc. Annual Report (Form-lOK), at A-17 and A-1S (1997). 
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majority of Caterpillar machines and replacement parts are still 
manufactured in the United States.'”’’ 

Due to the Swiss tax strategy, however, the initial purchaser of all 
of Caterpillar’s purchased finished replacement parts is CSARL in 
Switzerland. That means, for example, that for a mining truck designed 
and built in the United States and exported to Canada, the majority of 
the profits from that machine sale would be allocated to the United 
States and result in taxable U.S. income. In contrast, for any Caterpillar 
branded parts manufactured by U.S. third party suppliers to repair that 
mining truck and shipped to Canada from Caterpillar’s U.S warehouse, 
the majority of the parts profits would go to Switzerland, thereby 
splitting the parts profits from the machine profits in a way that does not 
reflect the business reality that the same company is responsible for both 
profit streams. 

When Caterpillar builds a machine in the United States and exports 
it, it creates a years-long .stream of income that results from the selling 
of the replacement parts. By executing the CSARL transaction, the 
company transferred its parts annuity to a foreign affiliate without 
receiving any compensation for the forfeited income stream or for the 
development and of the underlying business, thus separating the parts 
fruit from the machine tree. The Assignment of Income Doctrine may 
require those parts profits to be reassigned to Caterpillar Inc., which 
continues to design, manufacture, and sell the original machines. 

(4) Virtual Inventory System Concerns 

A fourth policy issue relates to the practice of Caterpillar and 
CSARL sharing parts stored in U.S. warehouses and using a virtual 
inventory system, separate and apart from the company’s general 
inventory system, to track CSARL ownership of parts for tax purposes. 
As discussed earlier, the virtual inventory system, which splits 
ownership of groups of parts between Caterpillar Inc. and CSARL 
without assigning ownership of any particular part to either company, 
uses a retroactive after-the-sale method of assigning parts ownership. 
This inventoiy system could be viewed as establishing CSARL 
partnership activity on U.S. soil which would trigger U.S. taxation of its 
U.S. parts profits. 

According to Caterpillar, the third party manufactured replacement 
parts that are attributed to CSARL are stored in U.S. warehouses and 
shipped from the United States directly to Caterpillar’s foreign dealers 
or customers, without ever passing through Switzerland. In 2012, 


In 20 1 2. .54% ol’ Calerpiliar machines and nearly 70% of Caterpillar replacement parts sold 
abroad were manufactured in the United States. None of the machines or replacement parts have 
ever been manufactured in Switzerland. 1/14/2014 Caterpillar response to Subcommittee 
Questionnaire. CA I -000299 - 303. at 302. 
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CSARL held nearly $525 million worth of purchased finished 
replacement parts (PFRPs) in Caterpillar’s U.S. warehouses, which 
made up over 35% of all PFRPs located in those U.S. warehouses and 
40% by value of CSARL’s worldwide parts inventory.^*’"’ 

In addition, on paper, CSARL routinely acquires replacement parts 
from third party suppliers for instantaneous pass-through resale to 
Caterpillar Inc. in the United States. According to Caterpillar, CSARL 
sells 40 to 50% of its total PFRP purchases immediately to Caterpillar 
Inc. using w'hat is referred to as a “flash title.” A flash title simply 
means that CSARL makes the initial purchase of the part and 
automatically and instantaneously transfers the ownership title to 
Caterpillar Inc. CSARL’s purchases the flash-titled parts using 
Caterpillar’s internal forecasts of the quantities of parts that wall be sold 
to U.S. cu.stomers.''*'' When CSARL flash-titles parts to Caterpillar Inc., 
it does so at cost and without charging any fee,'*** which suggests the 
sales are little more than paper transactions between related parties, as 
opposed to arm’s-length transactions. 

Caterpillar provided the Subcommittee with dollar figures over a 
three year period showing the volume of replacement parts CSARL has 
purchased from third party suppliers, the amounts flashed-titled to 
Caterpillar Inc., the amounts retained by CSARL after the flash-titling, 
and the amounts of CSARL-owned parts stored in U.S. warehouses. 
Cateipillar indicated, for example, that in 2012, CSARL acquired about 
S2.3 billion worth of parts from third-party suppliers and immediately 
flash-titled $1 billion of those parts to Caterpillar Inc. CSARL then 
retained apparent ownership of the remaining $1 .3 billion of parts 
inventory, storing nearly $525 million of tho,se parts in U.S. warehouses. 

As explained earlier, CSARL and Caterpillar Inc. parts are 
commingled in storage bins in the U.S. warehouses, and U.S. warehouse 
personnel have no way to differentiate between the parts owned by the 
two companies. Instead, warehouse employees simply fill orders as they 
come in, w'ith no regard for paper ownership of particular parts. For 
instance, if an order came in for a quantity of air filters to service 
Caterpillar equipment at a mine in Canada, the warehouse would pull the 
requested filters from the storage bins and ship them to the customer, a 
nearby dealer, or a nearby Caterpillar distribution center. After the sale, 
since the order was destined for Canada, ITAS, the virtual inventoi 7 
.system, W'ould retroactively determine that the order w'as filled using 


1 1/26,'2013 letter from Caterpillar to Subcommittee, CAT-000267 - 269, at 268. Since 
Caterpiliar has no parts warehouses in Switzerland, CSARLus remaining parts are stored in 
wardtoLiscs and distribution centers located in a variety of other countries around the world. 

See .3./7/201 4 "In the Vlaticr of Caterpillar Inc./' Caterpillar Expert Witness Report by John P. 
Sleines, Jr., Professor of Law. New York University, at PSI-Caterpiliar-l 7-000003 - 023, at 007; 
Subcommittee Interview of Thoma.s Quinn. PWC (10/2/2013). 

Sec 3/7/2014 "In the Matter of Caterpillar Inc.." Caterpillar Expert Witness Report by John P. 
Sleines. Jr,. Professor of Law. New York University, at PSI-Caterpiliar- 17-000003 - 023. at 007, 
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CSARL-owned parts. However, if at the time of the order, all of the air 
filters in the U.S. warehouse bin were already allocated to and owned by 
Caterpillar Inc., H AS would automatically “borrow” the parts from 
Caterpillar Inc.’s inventory, and credit them to CSARL on the virtual 
inventory system. When the next supply of air filters was delivered by 
the third-party manufacturer, the ITAS system would automatically and 
virtually “replenish” the parts CSARL had borrowed from Caterpillar. 

The ITAS virtual inventory system does not operate like a normal 
inventory system. It places groups of parts in “virtual bins,” determines 
what percentage of the parts in each bin belongs to CSARL, and then 
decides w'hethcr a particular part shipped from the U.S. warehouse 
should be viewed as a CSARL-owned part. As explained earlier, while 
the inventory system arguably functions similar to the way a grain silo 
mixes fungible grains deposited by various owners and then dispenses 
the grain without tracking its precise ownership, in those circumstances 
the grain owners typically pay market rates if they draw grain in excess 
of the amount they deposited; there is no wholesale borrowing with no 
notice and no cost. I TAS’ virtual approach to tracking CSARL’s parts 
in the United States is not only unusual, it operates as a second set of 
books in addition to Caterpillar's regular inventory program, which 
tracks individual parts. 

Under the U.S. tax code, while foreign entities like CSARL are 
allowed to hold goods awaiting export in U.S. warehouses without 
creating a taxable presence in the United States,'*'''' if those goods are 
commingled, co-owned, or co-managed as a joint enterprise, they may 
create a taxable U.S. presence for the foreign company. ‘*‘’* CSARL’s 
parts, which are intended for export, have never been physically 
segregated in the U.S. warehouses from the Caterpillar parts intended for 
domestic sales. In fact, according to PWC, when its tax consultant 
suggested establishing that practice at Caterpillar’s U.S. warehouses, he 
was “laughed out of the room.”'"’'* 

Rather than being physically segregated, CSARL and Caterpillar 
parts are routinely commingled in the warehouse storage bins. In 
addition, “ownership” of particular parts can transfer back and forth 
between CSARL and Caterpillar as needed while stored in the U.S. 
warehouses, including through flash-titling and automatic 
borrowing. According to information provided by Caterpillar, hundreds 
oflhousands of parts w'orth millions of dollars and involving as much as 
10% of the parts stored in Caterpillar’s U.S. warehouses are borrowed 
through the ITAS system each year.'*™ 


Sec IRC § 955(c)(2)(Bj. 

See. c.g.. Commissioner v. Culbertson . 337 U.S. 280 (1949). 

See Subcommittee interview of Thomas Quinn, PWC (12.tl7./2013). 

3/1.3/2014 letter from Caterpillar's legal counsel to Permanent Subcommittee on 
Investigations. PSI-Catcrpiiiar-1 8-000001 - 003. at 003. 
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When a common pool of inventoiy is jointly managed for the 
mutual benefit of two entities, the courts have long held that a de facto 
U.S, partnership may exist."*^' While an argument could be made that 
the Caterpillar-CSARL arrangement did not create a common pool of 
inventory in the sense that ownership of particular parts was ultimately 
assigned, the facts are plain that, on the warehouse floor, the two 
companies shared commingled parts without regard to which company 
owned which parts. Another argument is that the inventory practices do 
not involve joint management in the sense that CSARL pays Caterpillar 
to manage its parts while stored in U.S. warehouses, but the service 
agreement betw-een CSARL and Caterpillar says nothing about flash- 
titling, borrowing parts back and forth, or assigning parts ownership 
after sales are made, practices that provide evidence of joint 
management of the parts inventory. At the least, the facts suggest a 
review is warranted to determine whether Caterpillar Inc. and CSARL, 
in fact, have a common pool of inventory that is jointly managed for the 
benefit of both parties. 

If a de facto U.S. partnership exists between Caterpillar Inc, and 
CSARL, it would, in turn, create a taxable U.S. presence for each 
partner. The inventory profits of each partner, including those attributed 
to CSARL, would then become subject to U.S. taxation.'*’^ Caterpillar’s 
tax consultants were well aw'are that using the HAS virtual inventory 
potentially created that type of tax risk, warning in one 2009 
presentation: 

“The physical inventoiy commingled into a single inventoiy stock, 
as long as the information .sy.stems (ie-lTAS) supporting the 
financial inventory records can confirm the ownership of that 
inventory stock belonging to CSARL and CAT Inc. Separate 
inventory records for Cat inc. and CSARL must be available at any 
point in time. ITAS must not inadvertently represent the 
commingled inventory arrangement as a partnership /joint tenancy 
betw'een CSARL and CAT Inc., or intercompany transactions as a 
sale or loan between CSARL and CAT Inc.”'*’ ’ 

Caterpillar disagrees with the view that its virtual inventoiy is 
either invalid or creates a taxable U.S. partnership. Yet CSARL’s 
virtual inventory system, which was designed in consultation w ith 
Caterpillar’s tax department, is a redundant inventory system that tracks 
CSARL ow'nership of parts by applying ownership percentages to 
commingled bins of parts without bothering to identify which specific 


See. e.g., Commis.sioner v. Cu lbert.soii . 337 ti.S. 280 (1949) (.staling that the relevant inquirt’ 
is to determine whether the parties in good faith and acting with a business purpose intended to 
join together in the conduct of a joint enterprise for profit). The Tax Court has also set forth a 
list of factors that courts have used to evaluate this factual inquiry. See Luna w Commissioner . 
42T.C. 1067 (1%4). 

'* " Sec Article 7 (2) of the Swiss-U.S. Bilateral Income Tax freaty (1996), 

9/S/2()09 -‘CSART Briefing," prepared by PWC. PWC PSI^CAT 00093950 - 992. at 9S1. 
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parts belong to CSARL until after those parts are sold, ft may have been 
used to mask the fact that the two sets of CSARL and Caterpillar parts 
are commingled and jointly managed. At the same time, for the virtual 
inventory system to function at all, it appears to require “virtual bins” 
containing a common pool of inventory parts, jointly managed. That 
jointly managed pool of inventory, in turn, could produce an ongoing 
partnership between Caterpillar Inc. and CSARL on IJ.S. soil, making 
each partner subject to IJ.S. taxation. 

(5) Intangible Valuation Concerns 

Another key policy issue involves how, as a result of its licensing 
agreements vvith CSARL, Caterpillar justified reducing its share of the 
non-U. S. parts profits from an 85/15% split to a 15/85% split, and 
sending the larger share of the profits to Switzerland, a low tax 
jurisdiction. Caterpillar told the Subcommittee that its Swiss 
operations had valuable marketing intangibles that had not been 
previously recognized and which justified allocating the lion’s share of 
the non-U. S. parts profits to CSARL. That analysis, however, marks a 
dramatic change from past valuations. 

COSA Intangibles. Caterpillar told the Subcommittee that 
eSARL’s predecessor Swiss entity, COSA, which began operating in 
Switzerland in 1960, had valuable “marketing intangibles” that were 
transferred to CSARL, and that those intangibles were previously 
unrecognized but valuable enough that they warranted the company’s 
attributing most of the non-U. S. parts profits to Switzerland. For 40 
years, until 1999, COSA was the loeus of Caterpillar’s operations in 
Switzerland, ft was the shareholder for many of Caterpillar’s foreign 
marketing companies, acted as a marketing company itself, and 
supported the Caterpillar dealer network in the Europe, Africa, and 
Middle East (CAME) region."*’' A COSA branch office in Singapore 
provided the same marketing and support services for the Caterpillar 
dealer network in Asia and the South Pacific. 

In the planning documentation supporting the 1999 CSARL 
transaction, PWC wrote that, for years, COSA had been 
undercompensated for its marketing intangibles. PWC noted that COSA 
had been allocated 4% of the cumulative 30% profit margin on non-U. S. 
parts, meaning it had received only about 13% of the total parts 


■ “ See 1 2/3.'20 1 3 Caterpillar response to Subcommittee Questionnaire. CAT-000270 - 298. at 
277: 1/14/2014 Caterpillar response to Subcommittee Questionnaire, CAT-(}0029y -■ 303. at 301 . 

4/1 8/1996 "Caterpillar Inc. evaluation of Arm's Length Pricing for Intercompany 
Transactions Year Ended December 31,1 9942' PwC__CAT_PSI_ 00008634 - 880, at' 673 , 
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profits,"*’'’ PWC depicted that level of compensation as appropriate for a 
routine parts distributor or marketer, but not for a marketing company 
that also supported and helped to develop the Caterpillar dealer network. 

In 1998, PWC wrote: “[U]p through 1998, we have characterized 
COS A (and other marketers[)] as routine marketers. . . . This will 
change and our documentation reports will rely on greater discussion of 
the value of the marketers[’ j contribution.” PWC also observed: 

“We are not transferring an intangible, we are just recognizing an 
intangible they had already.”"”** PWC’s Managing Director explained to 
the Subcommittee that, without the added valuable intangibles. 
Caterpillar could not have justified shifting so much profit to its Swiss 
affiliate, which would otherwise have been entitled to only the routine 
profits of a routine parts distributor."*’*’ Instead, after finding that COSA 
had previously unrecognized “significant marketing intangibles,” PWC 
concluded that COSA should have been awarded a higher percentage of 
the parts profits and proposed dramatically increasing the previous 
allocation of parts profits for COSA’s successor, CSARL."**” 

Intangibles Already Recognized. PWC’s claim that COSA had 
previously unrecognized, valuable marketing intangibles is contradicted 
by other documents showing that Caterpillar was well aware of and had 
long acknowledged the valuable work of its marketing companies. For 
example, three years earlier, in 1996, PWC had cited the role of 
Caterpillar’s marketing companies in helping to distribute its prime 
products and parts to the Caterpillar network of dealers."***' Its 1996 
transfer pricing documentation, which is required to be maintained by 
law to defend transfer pricing positions, stated: 

“Parts distribution is one of Caterpillar’s most important 

competitive advantages in the marketplace. Caterpillar’s guarantee 


See undated, unaltributcd handwritten PWC notes. PwC PSI_CAT_0001 1180 - 183, at 181 : 
3/7.'''2()14 ”ln the Matter ofCaterpillar Inc.." Caterpillar Expert Witncs.s Report b}" .lohn P. 
Sjeines, Jr.. Professor ofLaw. New York University, at PSI-Caterpiliar-]7-0000Q3 - 023. at 007. 

12/1998, Caterpillar Inc.. Global Tax Optimization, Rt.sk Adju.sted Benefit Analysis. Workinu 
Papers -Draft 1 P’ PWC-PSl-CAT-0000!336 - 671 . at 412. 

Id. Caterpillar's tax consultant also told the Subcommittee that PWC realized it took a risk in 
changing the intercompany transfer pricing method and documentation for the company. 
Subcommittee interview ofJ'homas Quinn. PWC {12/17/2013). See also 12/1998. Caterpillar 
Inc., Global Tax Optimization, Risk Adjusted Benefit Analysis. Working Papers -Draft 1 
PWC-PSI-CAT-00001 336 - 671, at 41 1 (identifying as a "Risk" the "change from current 
intercompany pricing method and documentation"). 

Subcommittee interview of Steven Williams. PWC (2/19/2014). 

Subcommittee interview of Thomas Quinn, PWC (10./2/2013; 12/17/2013); 9/1998 PWC 
report, "Caterpillar Inc. Globa! lax Optimization Case for Action." PvvC_PSl C'A'f 00004632. 
at 675-676: 1 2/1998 Caterpillar Inc., Global Tax Optimization Risk Adjusted Benefit Anah sis. 
Working Papers — Draft V' prepared by PWC\ PwC_PSI_CAT_()000!41 1. at 412. 

12/19/1996 Caterpillar Inc. Evaluation of Ann's I,cnglh Pricing for intercompanv 
Transactions. Year Ended Dccembcr3I, 1995. Prepared bv Price Waterhouse LLP. Final Report. 
PwC _CAT_PS! 00008881 - 971, at 930-971. 
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to deliver parts anywhere in the world on very short notice enables 
it to sell more machines, since customers know that they will not 
be idled by long missing parts. The parts distribution function at 
Caterpillar is very closely associated with the marketing functions 
because of its strategic importance in sales and aftermarket 

.,482 

services. 

The 1996 transfer pricing documentation continued: 

“Caterpillar’s after sales service, which includes supporting dealers 
in the servicing of equipment and the timely provision of parts 
around the world, is one of its major competitive tools .... The 
dealer network and parts distribution are the two keys to after-sales 
service. Since the marketing companies are responsible for both, 
they have responsibility for this important entrepreneurial 

.• •, 11 48.4 

activity. 


In 2000, after it created CSARL, PWC described the role of 
Caterpillar’s marketing companies in a nearly identical fashion in its 
transfer pricing documentation, suggesting that nothing had changed 
with respect to their duties or their intangible ¥3106.’'**“* Caterpillar also 
noted at that time that the average length of a dealer relationship with 
eSARL’s predecessor in the EAMH territory, COSA, was more than 45 
years with little dealer turnover, showing that Caterpillar had long 
understood the importance of its marketing companies in supporting its 
dealer network."'*"”’ 

Justifying the Higher Value. Other documents sugge.st that PWC 
realized it needed to change Caterpillar’s transfer pricing documentation 
to justify attributing greater value to CSARL’s “marketing intangibles.” 
One PWC analyst framed the is.sue this way: 

“To recap, the primary issue is trying to attribute some of the high 
profits earned by CAT to COSA. To do so, we w'ant to identify 
COSA’s establishment and maintenance of the dealer network as a 
source of intangible values.”'**'’ 


Id. at 929. 

Id. at 93 1 . 

4*1 9/17/2001 -Caterpillar Fi.scal Year 2000 Transfer Pricing Documentation Report." 
PwC_CAT PSI_ 00004975 - 5162. at 029 - 030. litis same language was repealed in 
Caterpillar's report the following year. 9/1 6/2002 Caterpillar U.S. Transfer Pricing 
Documentation Report Year Cnded December 31. 2001, PvvC_CAT PSl_non{)5I63 - 305. at 
212-213. 

9/17/2001 "Caterpillar Fiscal Year 2000 Transfer Pricing Documentation Report." 
lAvC CAT__PSLn0nn4975 - 5 1 62. at 032. 

11/6/1998 PWC memorandum from John Hatch to Charles Larson and Steven Williams. 
■^Subjccl: CAT and COSA." PvvC_FSI_CAT_00 169827 - 838. at 827. 



268 


105 


The PWC analyst then provided a detailed analysis of the company’s 
“intangibles” and offered ways to support the claim that the marketing 
companies’ relationship with the dealers was a valuable asset. The 
analyst noted first that valuing the intangibles was a “purely” qualitative 
exercise.’**^ He wrote that he was unable to identity any studies that 
supported a quantitative valuation and was himself unable to quantify 
their dollar value.'’''** He wrote: “To sum up, we can provide very 
convincing stories for the argument that COSA should retain some share 
of the high profits, but actually quantifying their share may be difficult 
to do with any precision.”'"*'’ 

The analyst then identified several of the intangibles that had 
supposedly escaped previous recognition as valuable. One was the 
marketing companies’ potential contribution to cost efficiencies through 
the company’s worldwide network of dealers. The analyst explained: 
“[BJy having a worldwide network already established, CA'f can 
increase its cost advantages due to the economics of scale over 
competitors who lack such an extensive network.” He also noted that 
the Caterpillar distribution network was already capable of replacing 
almost any part within 24 hours for a machine anyw here in the w'oiid, 
which was a valuable asset that marketing companies could help 
support.’*’® He also theorized that “the dealer network may contribute to 
the design of better products through customer feedback that is essential 
to the design process.”'*®' He concluded that Caterpillar’s dealer 
relationships set it apart from its competitors, and that its marketing 
companies contributed to the well-being of that network.'*®'* 

It is difficult to see how this analysis identified new marketing 
intangibles that had previously escaped recognition. In addition, while 
the analysis described how marketing companies contributed to 
Caterpillar’s success, what the analysis left out W'as how Caterpillar 
itself had significantly contributed to the development and maintenance 
of its worldwide dealer network and to the design, management, and 
delivery of its parts. That Caterpillar, as U.S. parent of the global 
company, had itself made a major contribution to its worldw'ide dealer 
netw'ork had long been recognized. For example, in 1994 transfer 
pricing documentation, written prior to the CSARL transaction, PWC 
wrote: 


Id, at S.'iS. 

Id. at 828. "'rhe analysts should make clear the difficulties faced in trt ing to quantify a share 
oPproilts iVom parts sales attributed to the field population/’ Id. at 830. 

Id. at 828. 

Id, at 836. 

Id. at 834, 

Id, at 836. 
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“CA F has the largest role with market and development, since I ) it 
has the largest single market, 2) it was the originator of the basic 
marketing systems and concepts, and 3) it continues to be involved 
with the development and oversight of worldwide marketing and 
approaches. The marketing companies also have major 
responsibility for market development; in fact, this is their primary 
responsibility.” 

Given the outsized role of Caterpillar in establishing its worldwide 
dealer network - w'hich was in place long before the CSARL transaction 
- and in leading and managing its parts business - a role which has 
remained largely unchanged after CSARL’s creation - the decision to 
increase the allocation of the non-U. S. parts profits to Switzerland from 
13% in 1999, to 85% in 2013, has not been justified.'”'' 

Inconsistent Valuation. Still another set of documents that 
contradict the claims about the value of the marketing intangibles held 
by CSARL date from 2001, when CSARL acquired a related U.S. 
marketing company responsible for Caterpillar’s marketing efforts in 
Latin America, the Caribbean, and Canada, and treated its intangible 
assets as having little economie value. 

In 2001, Caterpillar expanded CSARL’s reach to include parts sold 
in the Americas region, outside of the United States. Later that year, 
CSARL. entered into a complicated, restructuring transaction with a 
related entity known as Caterpillar Americas (CACO), a U.S. company 
wholly owned by Caterpillar and located in Miami, Florida.'''^''' CACO 
had served as Caterpillar’s marketing company for l.atin America, the 
Caribbean, and Canada for the prior forty years.'*'''’ Like CSARL and its 
predecessor COSA, CACO had purchased machines and parts from 
Caterpillar Inc. and its affiliates for resale to dealers in Latin America, 
the Caribbean, and Canada, and helped develop and support the dealer 
network in its assigned region.'*'*' 

CACO’s activities appear to have been nearly identical to those 
performed by COSA for the EAME region. Its responsibilities included: 

“(i) the negotiation and signing of contracts with dealers in the 
CACo assigned region; (ii) the purchase of products and parts from 
Cat Inc. and other Caterpillar affiliates for resale to dealers; (iii) 


4/ i 8/1 996 "Caterpillar Inc. Evaluation of Arm's Length Pricing ibr Inlcrcompany 
Transactions Year Ended December 31, 1994 ." P\vC_CA'r_PSl_C)0008634 - 880. at 685. 

Sec. e.g..l 2/.3/20I3 Caterpillar response to Subcommittee Quc.stionnaire. CAT-0(jn270 - 298. 
at 295. 

1 1/26/2001 Caterpillar Inc., "Economic Analysis of Intangible Assets Transferred by 
Caterpillar Americas Co. to Caterpillar Americas Sari Prepared bv Price Waterhouse Coopers." 
PwC PSl CAT 00142353 -367. at 357. 



270 


107 

taking title to products purchased from Cat !nc, (and other 
Caterpillar affiliates) destined for dealers; (iv) arranging logistics 
support for prime product and part shipments; (v) maintaining 
minor inventory levels of prime product for quick delivery to 
dealer customers; (vi) assisting dealers in identifying product 
performance issues and conveying technical data about such 
problems to Cat Inc.; (vii) providing dealers with marketing 
information and sales training programs; (viii) assisting dealers in 
arranging financing; and (ix) conducting monitoring and oversight 
activities to insure compliance by dealers with the terms of dealer 
sales and service agreements. 

On December 1, 2001, CACO transferred its responsibilities and 
certain tangible and intangibles assets to another Caterpillar Swiss 
affiliate known as Caterpillar Americas SARL (C,A.mSARL). As part of 
that transaction, CAmSARL shares were transferred to CSARL.'*'” 
Subsequently, PWC prepared a formal report with an economic analysis 
of the intangible assets transferred by CACO to CAmSARL and, 
ultimately, to CSARL.’®® 

PWC listed and de.scribed CACO’s marketing intangibles, which 
included its dealer relationships and contracts, marketing brochures and 
website, procedures and manuals, good will, and a going-coneern value. 
PWC then concluded that CACO’s intangibles were “routine in nature 
and easily reproducible by another comparable marketing and 
distribution company.”'’"' PWC further noted that “the value of the 
Intangible Asset Transferred had only limited legal protection and 
economic life.”’"* PWC found nothing particularly valuable in the 
intangibles transferred to CSARL. 

Subsequent PWC and Caterpillar documentation took note of that 
analysis. For example, in 2007, when a PWC managing director was 
considering how to value CSARL’s marketing intangibles, he noted: 
“CSARL (or its predece.s.sor COS A, or CFEL, or CACO) has spent 
decades building up the dealer network around the world. And has spent 
decades building brand name through advertising.” But, he wrote; 
“Caveat is that in 2001, we said in another transaction [CACO] that 
there is no significant marketing intangibles.”^®’’ An internal Caterpillar 
document from 2005, analyzing CSARL’s profit split, put it even more 
bluntly: “Should wc expand profit split analysis - additional income to 

Id. 

1 1/26/200! Caterpillar Inc., "Economic .Analysis of Intangible Assets Transferred by 
Caterpillar Americas Co. to Caterpillar Americas Sari Prepared bv Price Waterhouse Coopers." 
PwC PSI CAf_OOI42353 - 367.at357. 

Id. at 367. 

Id, at 3.56. 

Id. 

7.:9/2007 email from Steven Williams. PWC. to Chnslopher Dunn. PWC. 

PwC_PSI CAT_ 001 22483 - 484. 



271 


108 

CSARL for part|s] responsibility, dealers/marketing intangibles (but 
consider agreements in LAD [Latin America Division] restructuring 
stating that dealer IP is not veiy- valuable)?”^®"* 

The bottom line is that when CSARL acquired marketing 
intangibles from CACO in 2001, it assigned almost no value to them. 

Yet when CSARL was created. Caterpillar claimed it had found “newly 
recognized” marketing intangibles that were so valuable they justified 
dramatically increasing the portion of non-U. S. parts profits sent to 
Switzerland. Those two positions are irreconcilable. The larger policy 
issue is that valuing intangibles held by foreign affiliates is an inherently 
subjective exercise undertaken by transfer pricing parties like Caterpillar 
that are less interested in getting the valuation right than in figuring out a 
way to send profits offshore to a low-tax jurisdiction to defer and avoid 
U.S. taxes. 

(6) Conflicting Profit Allocation Concerns 

Still another policy issue focuses on how Caterpillar has allocated 
its non-U. S. parts profits one way for tax purposes and a different way 
internally for business purposes such as assigning incentive pay. 

For tax purposes, beginning in 1999, Caterpillar claimed that the 
majority of its non-lJ.S. parts profits should go to its Swiss affiliate, 
CSARL, because of CSARL’s valuable marketing intangibles, and 
accordingly sent billions of dollars over the years to Switzerland. 
Internally, however. Caterpillar's business divisions kept track of their 
individual operating profits, which were known across the company as 
“accountable profits.” 'fhe accountable profits were tracked and used to 
calculate incentive pay awarded to individual business divisions and 
their employees. In contrast to the profits recorded for tax purposes, 
since at least 1992, the company’s accountable profits allocated the 
majority share of the parts profits to business divisions in the United 
States, and only a routine distributor’s share to CSARL in Switzerland, 
which was the same share that its predecessor COSA as w'ell as 
Caterpillar’s other marketing companies had traditionally received. 

For years prior to the CSARL transaction. Caterpillar’s internal 
and external profits reports did not diverge. From 1992 to 1999, 
CSARL’s predecessor COSA, as well as all of Caterpillar’s other foreign 
marketing companies, were aw'arded the same amount of accountable 
profits. Their share was set at 4% of the profit of the total 30% profit 
margin for non-U. S. parts, which translated into roughly 13% of the 


3/2005 "Caicrpiliar inc, Suinmar>- Meeting Notes. Revised Draft." from March 7-9. 2005 
meeting in Genev'a, PwC _?Si_C.A.T 00150466 - 488. at 469. 

Subcommittee interview of David Burritt. former Caterpillar CFO (l2,/4/2013). 
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overall non-U. S. parts profits.^* The remainder of the parts profits went 
to Caterpillar’s commercial entities or product groups (1 6%), its 
manufacturing plants^ (3%), component profit centers (4%), and the U.S. 
Parts Division (3%).^®' Any residual or entrepreneurial profits were 
typically awarded to the product groups responsible for the parts or 
underlying machines. According to Caterpillar, the 4% share of 
accountable profits attributed to the foreign marketing companies was 
set by former CEO Donald Fites in 1992, to avoid disputes over the 
accountable profits. The percentage apparently reflected Mr. Fite’s view 
of the marketing companies as routine parts distributors and marketers, 
in addition, historically. Caterpillar’s interna! accountable profits 
matched the profits reported by its legal entities for tax purposes.’’®''* 

In 1999, when the CSARL transaction was being designed, the 
PWC tax consultants were told that the business lines did not want any 
changes to how accountable profits were calculated.'*®® The end result 
was that the company changed how the profits were split for tax 
purposes, but not how they were reported for internal business purposes, 
such as assigning bonuses. PWC observed before the CSARL 
transaction W'ould eliminate the company’s ability to show that its 
external and internal profit allocations matched. In 1998, PWC wrote: 

“Issue of changing transfer pricing and resulting differences of US 
documentation reports: up through 1998, we have characterized 
COSA (and other marketcrs[)] as routine marketers. We have also 
relied on conformity of management and legal books as one of our 
[transfer pricing] defenses. This will change and our 
documentation reports will rely on greater discussion of the value 
of the marketer[’]s contribution (supportfedj by additional external 
research).”''*'" 


Sec 3/7/2014 ’in the Matter of Caterpillar Inc.,*' Caterpillar I3xpcrl Witness Report by .lohn 
P. Steines, Jr.. Professor of Law. New York University, at PSI-Caterpiliar- 17-000003 - 0*23, at 
007 (describing the 4% share as "a relatively small gross profit"). 

' 12/19/1996 ’'Caterpillar Inc. Hvaluation of Arm's I..englh Pricing for Intercompany 
Transactions Year Ended December 3 1 . 1995.'' PwC CAT_PS!^()000888 1 - 9104. at 959. 

8/22/2008 "Delivering Vision 2020 Value Transformation: An .Afler-Tax View." 

PwC_PSi CAT_ 000,584 19 - 472. at 446-447. ,A.ccording to PWC. prior to .Mr. Files' setting ihe 
across-the-board share of accountable profits for Caterpillar marketing companies in 1992, 
Caterpillar had split the non-U. S. residua! parts profits with the marketing companies on a 50/50 
legal entity basis. The U.S. share of the sales profits \\'ere reported as U.S. taxable income on 
Caterpillar's U.S. tax return, while the marketing companies* share was also reported on 
Caterpillar's tax return as Subparl F income. Subcommittee interx iew of Steven Williams. PWC 
(2/19/2014). 

See undated, unallributed handwritten PWC notes. PwC_PSI CAT 0001 1 180 - 183. at 181 
("don't want to change accountabilities. People won't like"); %'alerpiilar Inc. Operational 
Tea.sibilit\- Analysis High Level I'arget Designs: Migralion/Dcferral." prepared by PWC. 

PWC _PSI_CA 1 _00()04548 - 565. at 552 ("Preliminary Operational Issues: . . . (3 ) 
Recoitciiiation of divergence between legal entity and accountable profit."). 

Sec also 12/1998. Caterpillar Inc.. Global Tax Optimization. Risk Adjusted Benefit Analysis. 
Working Papers -Draft 1." PWC-PSI-CAT-00001336 - 67U at 415. at 41 1 ~41 3 [emphasis 
omitted from originalj, 
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PWC also noted: “Operational Issues: 1. will create different transfer 
prices for legal [entities] vs. management books. 

As PWC predicted, after the CSARL transaction, the accountable 
profits no longer matched the legal entity profits, and the difference at 
CSARL continued to grow; with each additional parts license it signed. 
eSARL’s accountable profits remained at the 4% level, while its legal 
entity profits increased dramatically to reflect all of the third party 
manufactured non-U. S. parts income it w-as receiving, including residual 
and entrepreneurial profits (but minus the royalty fee and cost plus 5% 
service fee paid to Caterpillar Inc.). Despite the increase in CSARL’s 
profit allocation for tax purposes, CSARL’s accountable profits wdthin 
Caterpillar remained the same. For years, its employees’ incentive pay 
continued to be calculated with reference to the 4% accountable profits 
assigned to marketing companies. In other words. Caterpillar did not 
change its internal view of which business functions created value and 
profit for the company, but maintained that same view until the 
accountable profits sy'stem ended in the mid-2000’s.^” 

(7) Transfer Pricing Concerns 

In response to policy concerns related to economic substance, 
arm’s length principles, the virtual inventory system, the intangible 
valuations, and profit allocations. Caterpillar took the position that what 
the Subcommittee should really focus on is whether the company had 
complied with U.S. transfer pricing laws and regulations. It asserts that 
it has. 


In correspondence wdth the Subcommittee, Caterpillar explained 
that the CSARL transaction was simply a restructuring of the company’s 
supply chain resulting in Caterpillar having a more closely aligned 
business and legal structure.’'’' Caterpillar w'rote: 

“[T]he fact that a company may have structured its transaction 
flows one way for some period of time does not prevent the 

Id. at 413. See also 9/2006 “'Cateipillar European Business Model Review, 

PwC_P,SI CA’r_00028C)30 - 095. at 085 (“Accountable (vs legal entity) concepts are often 
referred to. However the key personnel who would be involved in a lax audit are well educated 
regarding legal entity. J'he risk of people in the busine.ss without an understanding of the 
differences between the Uvo should be closely managed."). 

Subcommittee interview of Jananne Copeland. Caterpillar (10./30i''2013). Ms. Copeland told 
the Subcommittee that it was understood that CSARL and its related transaction would impact 
the legal entity reported profits, but the CS.ARI. changes were required to have a "zero impact" 
on the accountable for the business units. See al.so 1/16/2003 CNAMSARL Accounting 
Guidebook, PSL'r\VLF-i()-000173. 

Subcommittee inlciAiew of Jananne Copeland, Caterpillar (10./30./20 13}. Ms. Copeland told 
the Subcommittee that in the mid-2000s. the accountable profits .system changed. The 
marketing groups no longer were allocated accountable profits, but instead were to be treated as 
cost centers; any profits were instead reallocated to the product groups. 

See 9/23/2013 letter from Catcipillar to the Subcommittee. PSI-Caterpi!lar-()4-f)00001 - 009. 
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company from structuring its transactions Hows in a different way 
later. Of course there must be compensation for any property 
transferred and services performed in connection with a 
restructuring, as there was in Caterpillar’s case, but changing a 
supply chain structure is not, in ami of itself, a taxable event.”’’' '’ 

Caterpillar also wrote that there “was no taxable transfer of 
intangible property as a result of the mere fact that Caterpillar used to 
purchase from a particular set of manufacturers, and now Caterpillar 
SARI, does.”"'* In fact, according to Caterpillar’s PWC tax consultant, 
no taxable transfer of intellectual property occurred as a result of the 
CSARL transaction."'' 

Caterpillar also told the Subcommittee that it was not a necessary 
participant in the parts legal title chain for non-U. S. customers, and the 
company had every right to arrange it affairs to minimize its taxes, 
including by forming CSARL and designating it as the company’s 
global purchaser of parts. 

Catcipillar’s assertions that it is allowed to arrange its affairs to 
minimize its taxes and is free to change its operations over time are, of 
course, true. But those permissible activities do not provide license for 
the company to engage in a transaction which has no economic 
substance other than tax avoidance or wdiich violates arm’s length 
principles. 

Caterpillar’s focus on its compliance with U.S. transfer pricing 
regulations, rather on the substance of its offshore transfers, also lays 
bare the contradiction at the center of the transfer pricing system. 
General tax principles - including the principle that U.S. multinational 
corporations are supposed to pay tax on their worldwide income - too 
often get lost in an analysis of whether a transfer pricing agreement was 
properly priced and can be justified under existing regulations and case 
law. Missing from that analysis is the overarching fact that related 
parties do not operate as if they were unrelated and so rarely engage in a 
true arm’s length transaction. Instead, corporate affiliates often act in 
concert, using dubious transfer pricing agreements, to shift profits 
offshore and defer and avoid paying U.S. taxes on those profits. 

Caterpillar has been and remains an American success story. Its 
headquarters, corporate leadership, and manufacturing facilities, as w-cll 
as its profitable parts business, are .still based primarily in the United 
States, but it now- sends 85% or more of its non-U. S. parts profits to 
Switzerland. While Caterpillar claims it is sending the profits there 
because its Swiss affiliate has valuable marketing intangibles, the facts 

Id. al 004. 

Id. 

'' ■ Subconiniiitee interview of Thomas Quinn. PWC (12/17/2013). 
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show that the real reason is a Swiss tax strategy - bought and paid for by 
the company’s tax department - to take advantage of a 4-6% Swiss 
corporate effective tax rate while deferring and avoiding U.S. taxes. 

That Swiss tax strategy has so far enabled Caterpillar to defer paying 
U.S, taxes totaling S2.4 billion. 

The facts also raise questions about whether the CSARL 
transaction could meet a true arm’s length standard. Caterpillar shifted 
billions of dollars in parts profits to a related party offshore without 
being compensated for developing its parts business over decades or for 
surrendering its right to future parts profits. It appears to have done so 
for tax reasons, while making use of gimmicks like virtual inventories, 
Swiss intangibles, and internal corporate profit allocations for tax 
purposes that bore no relationship to profit allocations made for business 
purposes, such as awarding pay. The Caterpillar case study shows that 
offshore profit shitfing is not reserved for high tech companies 
transferring intellectual property to tax havens, but is also the province 
of traditional manufacturers using financially engineered transactions to 
transfer billions of dollars of profits offshore to a tax haven affiliate. 

# # # 
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Caterpillar Ownership of CSARL 



Source: 8/14/2013 letter from McDennott Will & Emery LLP, CAT 00001 1-038 
Prepared by Permanent Subcommittee on Investigations, April 2014 
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From; Hill, Eleanor [nnailto:EHili@KSLAW.com] 
Sent; Friday, March 21, 2014 9:44 AM 
To: Katz, David (HSGAC) 

Subject: Response regarding fees 


David, 


1 am enclosing, on behalf of our client PricewaterhouseCoopers LLP ("PwC"'), information responsive to your 
request for fees pain to PwC for tax consulting and audit services relating to CaterpiHar from the years 1998 to the 
present. 

Given the number of yf?ars covered by your '■pquest, we have identified responsive and available information from 
two different .sources, as provided in Attachment A and Attachment B. Please note that data provided in 
Attachinent A relates to a different riscal Year than data provided in .Attachment B. There are also differences in 
the scope of the data included m the different attachments., as explained below. 

Attachment A sets forth the annual tax a.nd audit fees between PYL 12/31/2000 and FYt 12/31/2012, according to 
Caterpillar's annual meeting proxy siatemsnis. Fees paid to Pw'C for tax and audit services, if any, would be 
included in these proxy disclosures. 

Attachment B, a document entitled "CATERPILLAR - GlOVE/VISION PROJECT BILLINGS'’, sets forth what appears to 
be the annual amounts billed by PwC for Gl.OVE/V=SION services between f-YE 6/30/1999 and FYE 6/30/2004. PwC 
produced an earlier version {PwC_PSI_CAT_p0195723) of This document to the Subcommittee on February 14, 

2014. Note that, unlike the broader data included in the proxy disclosures, the data m Attachment B only includes 
billings related to the GLOVE/VISION Project. Based on our reviev^ to date, we have no reason to believe that the 
information in Attachment B is not accurate. 

In an effort to be timely, I am transmitting this by email today. We will, however, also include this information in the 
supplemental production we are planning for next v^eek. As we have discussed, this response is the product of a 
good faith effort to identify, in a timely manner, the most responsive and accurate available information with 
respect to your request, As always, if you have questions or a discussion would be helpful, please give me a call. 

Regards, 

Eleanor 

Eleanor Hill 

King & Spalding LIP 

1700 Pennsylvania Ave,, N.W. 

Washington D,C. 20006-3737 
Tel: 202-626-2955 
Fax: 202-626'37.37 


Permanent Subcommittee on Investigations 


EXHIBIT #2 


PSl-PWC-22-000001 
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ATTACHMENT A 


Year 

Tax Planning and Consulting Fees' 

Audit Fees^ 

Audit Related Fees^ 

Tax ComDliance Fees'* 






2000 

$ 12,800,000 

S 6,700,000 



200] 

$ 17,000,000 

$ 7,600,000 


- 

2002 

$ 11,800,000 

$ 8,500,000 

$ 3,900,000 

$ 2,300,000 

2003 

$ 10,500,000 

$ 10,200,000 

S 3,500,000 

S 2,500,000 

2004 

$ 7,800,000 

$ 18.700,000 

$ 2,600,000 

$ 3,400,000 

2005 

S 6,400,000 

S 15,700,000 

$ 3,000,000 

$ 2,300,000 

2006 

$ 2,600,000 

$ 20,200,000 

S 3,000,000 

$ 2,200,000 

2007 

$ 2,700,000 

$21,400,000 

$ 4,700,000 

$ 2,200,000 

2008 

$ 2,300,000 

S 22,200,000 

$ 5,500,000 

$ 2,800,000 

2009 

$ 1,900,000 

$21,800,000 

$2,100,000 

$ 1,900,000 

20i0 

S 1,700,000 

S 23,200,000 

$5,000,000 

$ 2,200,000 

20! 1 

$ 3,900,000 

$31,600,000 

$ 1,600,000 

S 1,800,000 

2012 

S 1,500,000 

$31,900,000 

S 2,800,000 

$ 1,700,000 


‘ Tax Planning and Consulting Fees: The table sets forth the annual fees for tax planning and consulting services between FYE 
12/31/2000 and FYE 12/31/2012, according to Caterpill^’s iuinual meeting proxy statements beginning in 2001. Fees paid to PwC 
for tax planning and consulting services in connection with Caterpillar SARL, if any. would be included in these proxy disclosures. 
Please note that the fees listed for FYE 2000 and FYE 2001 include other services provided to Caterpillar, as noted in the proxy 
statements. 

^ Audit Fees: The table sets forth the audit services fees (including out-of-pocket expenses) between FYE 12/31/2000 and FYE 
12/31/2012, according to Caterpillar’s annual proxy meeting statements beginning in 2001. Fees paid to PwC for audit services 
relating to Caterpillar SARL, if any, would be included in these proxy disclosures. 

Audit Related Fees; The table sets forth the “audit-related" fees (including out-of-pocket expenses) between FYE 12/31/2002 and 
FYPi 12/31/2012, according to Catequllar’s annual meeting proxy statements beginning in 2004. Fee.s paid to PwC for such services 
relating to Caterpillar SARL, if any, would be included in these proxy disclosures. The 2002 and 2003 audit related fees arc included 
in the 2004 annual proxy meeting statement. 

Tax Compliance Fees: The table sets forth the tax compliance fees (including out-of-pocket expenses) between FYE 12/31/2002 
and FYE 12/31/2012. according to Caterpillarhs annual meeting proxy statements beginning in 2003. Fees paid to PwC for such 
services relating to Caterpillar SARL, if any, would be included in these proxy disclosures. The 2002 and 2003 tax compliance fees 
are included in the 2004 annual meeting proxy statement. 


PSi-PWC-22-000002 
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CATERPiLLAR INC. - GLOVED VISION PROJECT BILLINGS 


Cumulative 


invoice Date 

Amount 

Expense 

Total Invoice 

Total Billed 

(Cumul Amts Onlv) 

iCumul Exes Only) 

7;3t/199S 

100.000 

41.187 

141.187 00 

141.187 00 

too. 000.00 

41,187 00 

10/19/199S 

100.000 

54,891 

154.8S1.00 

296,078.00 

200,000,00 

96.078.00 

10/19/1998 

500,000 

0 

500.000.00 

796.078.00 

700.000. QC 

96.078.00 

11/11/1998 

500.000 

0 

500.000.00 

1.296,078,00 

1.200,000 00 

96,078 DO 

12/15/1998 

500,000 

39.616 

539.616.00 

1.835.694.00 

1.700.000,00 

135,694 00 

1/18/1999 

500,000 

45.174 

545.174.00 

2.380.868.00 

2.200.000.00 

150,868 00 

2/16/1999 

625,000 

26,343 

651.343.00 

3.032.211.00 

2,826.000.00 

207,211 OO 

3/12/1999 

625,000 

70,768 

695,768.00 

3.727.979 00 

3,450.000.00 

277.979.00 

4/15/1999 

625.000 

54,267 

679.267.00 

4.407.246 00 

4.075.000.00 

332,246.00 

5/13/1999 

$25,000 

72.135 

697.135.00 

5,104.381.00 

4.700,000,00 

404,361 00 

B/10/1999 

625,000 

67,607 

692.607.00 

5.796.988.00 

5.325.000,00 

471,988.00 

7/12/1999 

625,000 

01.232 

716.232.00 

6.513.220 00 

5.950,000 00 

553,220 00 

8/13/1999 

525.000 

83.799 

708.799.00 

7.222.O19.00 

6,575.000 00 

647,019 00 

9/16/1999 

625,000 

103,013 

728,013.00 

7.950.032,00 

7.200,000 00 

750,032.00 

10/11/1999 

625,000 

92.681 

717.681.00 

8.667.713.00 

7.825,000.00 

842.713.00 

11/16/1999 

525,000 

75,177.86 

700.177.86 

9.367,890.36 

6,450,000.00 

917,590.26 

12/15/1999 

625,000 

94.969.82 

719.989.82 

10.087.880 68 

9.075,000 00 

1.012.080,63 

1/18/2000 

625,000 

83.696 

708.696.00 

10.796.576.68 

9,700.000 00 

1.096.576 63 

2/16/2000 

625,000 

66.174 

691.174.00 

n . 487.750.68 

10,325,000.00 

1.162,750 6S 

3/18/2000 

625.000 

88.317 

713.317.00 

12.201.067.68 

10.950,000.00 

1,251,067.68 

4/13/2000 

625,000 

55.606 

680.606.00 

12.881.673.68 

11.576,000.00 

1,306 673,68 

5/15/2000 

625,000 

70,633 

695.633.00 

13.577.306.68 

12.200,000.00 

1,377.306 68 

6/13/2000 

625.000 

42,206 

667.206-00 

14.244,512.68 

12,825,000.00 

1.419,512.60 

7/13/2000 

625,000 

53.093 

678,093-00 

14.922.605.68 

13,450.000 00 

1,4 72.605 68 

8/17/2000 

625,000 

63.485 

688.485.00 

15.611.090.66 

14,075.000.00 

1,538,090.68 

9/15/2000 

625,000 

57,847 

682.847.00 

16.293.937.68 

14,700.000.00 

1,593.937,68 

12/11/2000 

900,000 

210.118 

1.110.118.00 

17.404.055.68 

15,600,000.00 

1,804,055.68 

1/17/2001 

900.000 

70,424 

970.424.00 

18.374.479.68 

' 16.500.000.00 

1,874.479 68 

2/23/2001 

900.000 

43.556 

943.656.00 

19.318.035.68 

17.400.000.00 

1,918.035.68 

3/26/2001 

900.000 

116,102 

1.016.102.00 

20,334.137.68 

13,300.000.00 

2.034,137 68 

4/19/2001 

825,000 

120.506 

945.506,00 

21,279.643-68 

19.125,000.00 

2,184.643.68 

5/15/2001 

650.000 

43,841 

693.841,00 

21.573,484.58 

19.n5,000.00 

2.198,484.68 

S/14/2001 

341.383 

58,617 

400.000.00 

22.373.484.68 

20,115,383.00 

2,257.101 68 

7/18/2001 

325.369 

74.611 

400.000.00 

22,773.484.68 

20.441,772,00 

2.331.71268 

8/20/2001 

312.044 

87.956 

400.000.00 

23.173.484.68 

20,763,816,00 

2,419.668.68 

9/26/2001 

339.361 

60.639 

400.000.00 

23.573,484.68 

21,093.177.00 

2.480.307,68 

12/20/2001 

4.129.621 

296,705 

4,426.326.00 

27.999,810.68 

25,222,798.00 

2,777,012.68 

1/15/2002 

925,000 

18.142 

943.142.00 

28.942,952.68 

26,147,798.00 

2,796,154.68 

3/15/2002 

2,005,000 

123.692 

2,128.892.00 

31.071.844.68 

28,152.796.00 

2.919.046.68 

7/1/2002 

3.750,000 

304,190 

4.054.190.00 

35.126,034.68 

31.902.798.00 

3,223,236 88 

8/20/2002 

475,000 

47 483 

522.483 00 

35.648.517.68 

32.377.796.00 

3.270,719.68 

9M 7/2002 

370,000 

21,541 

391.541.00 

36.040.058.68 

32.747.798.00 

3,292,280.88 

10^/2002 

322,000 

13.674 

335.674,00 

36.375.732.68 

33,069.798.00 

3,305.934.68 

10/7/2002 

4.190.000 

201.233 

4.391.233.00 

40,766.965.68 

37.259,798,00 

3.507,167.68 

11,7/2002 

231,000 

15.557 

246,557 00 

41,013.522,68 

37,490.798-00 

3.522.724 SB 

12/11/2002 

500.000 

5.630 

505.63C00 

41.519,152.63 

37.990.798.00 

3,528,354.68 

1/9/2003 

005.000 

13 740 

618.740 00 

42.137.892.68 

38,295.798.00 

3.54 2.094.60 

1/20/2003 

1,500,000 

117,441 

1,617.441.00 

43.755.333.68 

40,095,798.00 

3.S5D.535 68 • 

2/14/2003 

497.000 

7.857 

S04.81T00 

44.260.150.68 

40.592,796.00 

3 667,352.68 

4/18/2003 

1,500.000 

160.043 

1.660.043.00 

45.920,193.68 

42,092,796,00 

3.627,395 68 

5/28/2003 

175.000 

37.796 

212.796.00 

46.132.989.68 

42,267,798,00 

3,365.191 68 

7/15/2003 

2.900.000 

133.095 

3,033.095.00 

49.166,084 68 

45,187.798.00 

3,398,286 58 

7/15/2003 

175.000 

33.3B5 

208.365.00 

49.374,469 68 

45.342.798.00 

4.031,671.68 

9/26/2003 

2.900.000 

38,793 

2.938.793.00 

52.313.262-68 

48.242,798,00 

4.Q70.4&4,68 

12/12/2003 

2.103,000 

53.335 

2,156.335,00 

54.469.597.68 

S0.345.798.0D 

4.123 799.68 

3/23/2004 

2.100.000 

0 

2.100.00000 

56.569.597.68 

52.445.790,00 

4,123.799.68 

7/16/2004 

2,000.000 

0 

2,000,000.00 

58.569.597,68 

54,445.798 00 

4.123.799 68 


54 445.798 

M23 ,300 

58,569.538 









3 1ZS442 

= Total APD Bills 


Amts, Billed 

Exps, Billed 

Total »lled 


3,000.000 

*T0i3i Time WiMinAPD 


FYTD 

FYTD 

FYTD 




FYE 5/30, '99 

5.325,000 

471,988 

5,793.988 


u.i: !0 

■ t e'E worV; 

FYE 6/30/00 

7,500.000 

947.525 

8.447.525 


7 T/t r- 

?. I'lil •.It C.«! HW!‘! 

FYE6/3C/01 

7.201,383 

637,569 

8.128.972 




FYE 6/30/02 

8,036,415 

661,945 

8.698.360 




FYE 6/30/03- 

17,190.000 

1,112.625 

18 302.625 




FYE 6/30/tl4: 

9.103.000 

92,128 

9.195.12S 
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History of Significant Changes in Internationa! Operations 
(Not Inclusive of Financing Arrangements) 

1997-2002 


A general definition for each Class Interest is attached as Exhibit A. 


Relevant 

Transaction 

What 

CSARL Class 
Interest 


Effective 7/14/97, COSA ' and CCH^ organized Caterpillar S.A.R.L. 

{"CSARL" or "CAT SARL”) (named “Caterpillar Commercial S.A.R.L.” until 
7/6/99. at which Doint it was renamed Caterpillar S.A.R.L.) 



Effective 8/1/97, COSA and CCH Entered into a Joint Venture Agreement (the 
"Original JV Agreement") memorializing certain of their understandings and 
agreements with respect to CSARL, including the; 

• funding of the development and commercialization of the 1997 

Technologies;' 

• manufacturing and marketing of products and parts resulting from the 
development and commercialization of the 1997 Technologies (the "1997 
Technologies Activity and 

• sharing of the distributions, profits and losses from the 1997 Technologies 
Activitv. 

COSA -Preferred 
partnership 
intere.st 

CCH - Common 
partnership 
interest 


Effective as of 1/1/98, COSA and CCH entered into a First Amendment to 

Joint Venture Agreement (the memorializing their 

additional understandings and agreements regarding extension of the provisions 
of the Original JV Agreement to cover the; 

• funding of the development and commercialization of the 1998 

Technologies;'' 

• manufacturing and marketing products and parts resulting from the 
development and commercialization of the 1998 Technologies (the "1998 
Technologies Activities ”); and 

• the sharing of the distributions, profits and los.scs from the 1998 Technologies 
Activities. 

The First Amendment generally extended the provisions of the Original JV 
Aareement to the 1 998 Technologies Activities without modification. 

COSA "Preferred 
partnership 
interest 

CCH - Common 
partnership 
interest 

Transaction 

On 7/1/99, CAT and COSA organized Caterpillar Holding (Suisse) S.A.R.L., a 



' Caterpillar Overseas S.A., a socieit^ anonyme organized under the laws of Switzerland on 11/30/60 and wholly-owned by 
Caterpillar Inc, {"CAT"). 

^Caterpillar Commercial Holding S.A. ("CC7/”) (formerly named “Caterpillar Building Construction Products AGp) a 
.society anonyme organized under the laws of Switzerland on 8/4/95 and was wholly-owned by CAT. 

The ] 991 Technologies was generally understood to include both the Forest Products Techno!og>' and the P2000 
Technology (w'hich is also referred to as the "CompacJ Construction Equipment Business:') 

’ The 1998 Technologies was generally understood to include the “Articulated Trucks,” “Drag Line Buckets,” and “0340- 
16 F.ng!nes” (otherwise refeired to as the Developed MAK M32 Technolog\'). 


CMI99 4024965-7 035 
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7999 Wi' 
^esiructuring 

societe a responsabilite limilee organized under the laws of Switzerland 
{'‘CHS"). CAT contributed cash in the amount of CHF 99,000 to CHS as 
Registered Capita!. In exchange, CAT received ! common share of CHS which 
had a par value of CHF 99,000. COSA contributed case in the amount of CHF 
1,000 to CHS as Registered Capital. In exchange COSA received 1 common 
share of CHS with a par value of CHF 1,000. CHS was registered on 7/6/99. 


Transaction 

Effective 8/18/99, C.AT transferred its single share of CHS and all 35,021 shares 
of its wholly-owned subsidiary, CCH, to COSA in exchange for 35 1,200 of the 
common shares of COSA with a par value of CHF 1 00, 


1999 Swiss 
Restructuring 

Transaction 

Effective as of 9/1/99, COSA, CCH and CHS entered into a First Amended and 
Restated Joint Venture Agreement to reflect: 

• contributions to CSARL by COSA of a U.S.S75,402,629 Subordinated Loan 
in favor of COSA, and the assets and liabilities described in Articles 1 and 2 
of a Contribution In Kind Agreement between COSA and CSARL dated 

9/1/99; 

• contributions to CSARL by CHS of CHF 16,000; 

• the admission of CHS as a Partner of CSARL; and 

• the revised understandings and agreements among the partners with respect to 
the sharing of the profits and losses of, and distributions by, CSARL and 
certain other matters. 

CHS-Class A 

COSA-Class B 

COSA- 

• Preferred C-1 

• Preferred C-2 

CCH- 

• Common C-1 

• Common C-2 

1999 Swiss 
Restructuring 

Transaction 

Effective as of 9/1/99, CAT and CSARL entered into a Purchased Finished 
Replacement Parts License Agreement ("PFR Farts License”) and a Worked 
Parts License Agreement, which gave CSARL certain exclusive and 
nonexclusive rights with respect to having made and purchasing “PFR Part.s” and 
“Worked Parts” in exchange for respective royalty amounts of 1 5% and 7% of 

Net Sales in the CAT SARL Territory. The term, “CAT SARL Territory” was 
essentiallv defined as the former territory associated with COSA.^ 


1999 Swiss 
Restructuring 

^ Pursuant, to the PFR Parts License CSARL was granted the following rights; 

• an exclusive right and license to have made and/or purchase PFR Parts (and to perform or have performed processes 
associated therewith) for sale by CAT SARL to Third Parties in the CAT SARL Territory; 

• a nonexclusive right similar to that above with respect to PFR Parts for sale by CAT SARL to CAT pursuant to and in 
accordance with the tenns of the Purchasing Agency Agreement; 

• a nonexclusive right and license to use identified intellectual properly for having PFR Parts made by Third Parlies in 
accordajtce with the rights granted above; 

• a nonexclusive right and license to purchase PFR Parts from CATs network of Third Party suppliers; and 

• all other rights and licenses reasonably necessary for CAT SARL to exploit the rights and licenses specifically 
identified above. 

Pursuant to the Worked Parts License Agreement CSARL was granted the following rights: 

• an exclusive right and license to have “Worked Parts” made (and to perform or have performed processes associated 
therewith) by CAT Affiliates, outside the United States, for sale by CAT SARL in the CAT SARL Territory; 

• a nonexclusive right and license to have Worked Parts made (and to perform or have performed processes associated 
therewith) by CAT Affiliates, outside the United States, for sale by CAT SARL to CAT for resale by CAT and/or 
other CAT Affiliates outside the CAT SARL Territory; 

• an exclusive right and license to use identified intellectual property for having Worked Parts made by CAT Affiliates 
in accordance with the rights granted above; and 

• all other rights and licenses reasonably necessary for CAT SARL to exploit the rights and licenses specifically 
identified above. 

CHi99 4024Q(i5-7 0.19437 ooir? DRAFT 1-16-03 2 
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Transaction 

1999 Swiss 
Restructuring 

Effective as of 9/1/99, CAT and CSARL entered into a Purchasing Agency 
Agreement,'’ pursuant to which CSARL appointed CAT as its non-exdusive 
purchasing agent with respect to certain of its purchases from tJiird party 
suppliers, and a Services Agreement, 'pursuant to which CAT provides certain 
services with respect to CSARL’s management and sales of replacement parts. 


Transaction 

1 999 Swiss 
Restructuring 
‘jxlcnded to 
the Singapore 
Branch 

CAT and CSARL entered into a First Amended and Restated Purchased 
Finished Replacement Parts License Agreement and a First Amended and 
Restated Worked Parts License Agreement, which principally expanded the 
definition of the CAT SARL Territory efTcctive as of 12/1/99, to include the 
follow'ing territories associated with C.AT SARL's Singapore Branch; India, 
Bangladesh, Korea, Lao PDR, Cambodia, Thailand, Philippines, Myanmar. 
Indonesia, Bhutan, Nepal, Malaysia, Singapore, Sri Lanka, Vietnam, and 

Moneoiia. 


Transaction 

1999 Swiss 

Restructuring 

Effective 12/1/99, CAT and CSARL entered into (1) a Reallocated Parts 

License .Agreement; (2) the Second Amended and Restated Services 
Agreement; and f3) a Reallocated Parts Purchasing Agency Agreement. 


Transaction 

COFA 2000 

bn 5/9/00, COSA formed Catcrjiillar Overseas Investment Holding S.A. 
(“COIHSA") under the laws of Switzerland with CHF 100,000. In exchange, 
COSA received 1 .000 shares of COIHSA with a par value of CHF 100. 


Transaction 

COFA 2000 

On 5/31/00, CAT formed Caterpillar Holdings Australia Limited, a company 
registered under the Corporations Law of Victoria ("CAT Holdings Australia") 
with AS2 of capital and in exchange received 2 ordinary shares of Caterpillar 
Holdings Australia. A Form 8832 was filed making an initial entity classification 
election to treat CAT Holdings Au.slralia as a disregarded entity of CAT effective 
5/31/00. 


Transaction 

COFA 2000 

On 5/31/00, Caterpillar of Au.stralia Ltd, ("CW.d ") formed a wholly-owned 
subsidiary, Caterpillar Commercial Australia l.imited. under the laws of Australia 
as a public company limited by shares. 


Transaction 

COFA 2000 

On 6/1/00, CAT formed Caterpillar (Bermuda) Ltd. and received 12,000 shares. 

A J’orm 8832 was filed making an initial entity classification election to treat 
Caterpillar (Bermuda) Ltd. as a disregarded entity of CAT effective 6/1/00. 


Transactior 

COFA 2000 

On 6/6/00, the following entities each transferred the one share of COFA that 
thev held as nominee for CA T. to CAT: Caterpillar of Delaw’are, Inc., COSA, 



The Worked Parts License Agreement was generally understood to be relevant with respect to those parts manutactured 
by Caterpillar Belgium S.A. and Caterpillar France S.A. 

The Purchasing Agency Agreement was amended and restated from time to time with the principal purpose of modifying 
the definition of “CAT SARL Territory*’, consistent with the transactions described below. 

Pursuant to the terms of the Purchasing Agency Agreement, CAT agreed to purchase from CSARL all Goods not destined 
for the “CAT SARL Territory,” (such goods being defined as “Transferred Goods”) with the sale being deemed to occur 
immediately after CAT initially purchased such Transferred Goods on behalf of CSARL - even though the Transferred 
Goods were not specifically identifed until they arrived at the contract packagers. The sale was to take place according to 
the same price and payment terms as those applicable when CSARL purchased the same Transferred Goods from the third 
party supplier, 

' Except as otherwise noted below, the Services Agreement was amended and restated from time to time with the principal 
purpose of modifying the definition of “Territory”, consistent with the transactions described below. 

CHi99 40249ft5-70iy437 00!0 DRAFT 1-16-03 3 
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CaterpiHar of Canada Limited and Caterpillar UK Limited. 


Transaction 

On 6/14/00, CAT and Caterpillar (Bermuda) Ltd. entered into an Assignment, 
Acceptance and Bill of Sale agreement pursuant to which CAT contributed to 
Caterpillar (Bermuda) Ltd. its rights, title and interest in and to a Participation 
Agreement with Societe Generale. 


COF/i 2000 

Transaction 

On 6/19/00, CAT transferred all of the issued and outstanding 1,023,750 shares 
of COFA to Caterpillar Holdings Australia in exchange for (a) the increase of the 
aggregate value of Caterpillar Holdings Australia’s shares by an amount equal to 
the fair market value of the COFA shares and (b) A$2 nominal consideration. 


COFA 2000 

Transaction 

On 6/20/00, CAT contributed the following to COSA in exchange for 84,080 
registered shares of a nominal value of CHF 100 each of COSA: (a) the 2 issued 
and outstanding shares of CAT Holdings Australia: (b) all 12,000 of the issued 
and outstanding shares of Caterpillar (Bermuda) Limited, and (c) all 500 of the 
issued and outstanding shares in Caterpillar Overseas Credit Corporation S.A. 
(“COCCS.4 ”)■ 


COFA 2000 

Transaction 

On 6/27/00, COSA transferred the following shares 10 its wholly-owned 
subsidiary, COCCSA in exchange for 85,580 shares of a nominal value of CHF 
100 each* of COCCSA: (a) the 2 issued and outstanding shares of CAT Holdings 
Australia; (b) all 12,000 issued and outstanding shares of Caterpillar (fjermuda) 
Limited; (c) the single issued and outstanding share of CHS w ith a par value of 
CHF 100,000, (d) all 1,000 registered shares of a nominal value of CHF 100 of 
COIHSA. 


COFA 2000 

Transaction 

On 6/30/00, COFA assigned its rights an interests to a Facility Agreement 
entered into with Caterpillar Financial Australia Limited to Caterpillar 
Commercial Australia Limited. 


COFA 2000 

Transaction 

Effective at the end of the day 6/30/00, CA'I' sold its shares in Mitsubishi Heavy 
Industries Ltd., with which it had entered into a 50/30 joint venture, Shin 
Cateruillar Mitsubishi Ltd. 


SCM 

Transaction 

Effective 7/3/00, COCCSA contributed to CSARl. in exchange for an interest in 
eSARL: (a) 2 shares of CAT Holdings Au.siralia and (b) 12,000 shares of 
Caterpillar (Bermuda) Limited. 


COFA 2000 

Transactions 

On 7/3/00, COSA, CCH, CHS. COCCSA and COIHSA Entered into a Second 

Amended and Restated .feint Venture Agreement to: 

• effective 9/1/99, amend their understandings and agreements as memorialised 
in the First Amended And Restated Joint Venture Agreement and make 
clarifications of, and coireclions to, the First Amended And Restated Joint 
Venture Agreement; 

• reflect the 4/18/00 contribution by CCH of U.K. £.5,600,000 used by 
CSARl. TO purcha.se certain small telescopic materials handler technology 
from Claas Holdings Limited; 

• effective 7/3/00, reflect the expansion of the activities of Company to include 
the Class D Company Activity and the Class E Company Activity; 

• effective 7/3/00. reflect the contribution by CCH of CHF 32,000 for use 'A in 

CHS-Class A 

COSA- 

• Class B 

• Preferred C-1 

• Preferred C-2 

CCH- 

• Common C-1 

• Common C-2 

COCCSA-ClassD 

COFA 2000, 

SCM. and 

Class C (C-2) 
Technologies 
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the Class C-1 Company Activity and Vi in the Class C-2 Company Activity; 

• effective 7/3/00, reflect the contribution by CHS of CHF 32,000 for use in the 
Class A Company Activity; 

• effective 7/3/00, reflect the contribution by COIHSA of CHF 48,000 for use 
in the Class E Company Activity and its admission as a Partner of CSARL; 

• effective 7/3/00, reflect the contribution by COCCSA of the 2 existing and 
outstanding shares of CAT Holdings Australia (which held COFA) and its 
admission as a Partner of CSARL; and 

• effective 7/3/00, reflect the revised understandings and agreements of COSA, 
CCH and CHS and the understandings and agreements of COCCSA and 
COIHSA with respect to the sharing of the profits and losses of, and 
distributions bv. CSARL and certain other matters. 

COmSA-Class E 

Transaction 

CAT and CSARL entered into a Second Amended and Restated Purchased 
Finished Replacement Parts License Agreement and a Second Amended and 
Restated Worked Parts License Agreement which in principal part expanded 
the definition of CAT SARL Territory effective 7/3/00 to include the following 
territories associated with Caterpillar of Australia Ltd. Australia, Fiji Islands; 

New Caledonia; New Zealand; Papua New Guinea; Samoa, America; .Solomon 
Islands; Tahiti and Tonga. 


COFA 2000 

Transaction 

Caterpillar Belgium S.A., a company incorporated under the law.s of Belgium, as 
lender, and CSARL, as borrower, entered into a Variable .\mounl Loan 
Agreement dated 11/30/00 (the '"Original Loan Agreement), and COSA and 
Caterpillar Belgium S.A. entered into a Guaranty dated 11/30/00 under which 
COSA guaranteed Borrower's obligations under such loan agreement (the 
"'Original Guaranty")- 


Class C 
(Original 
Loan & 
Guaranty 
Agreement) 

Transactions 

On i 1/307 oO, COSA, CCH, CHS COCCSA and COIHSA entered into a Third 
Amended and Restated Joint Venture Agreement to amend and restate the 
Second Amended And Restated .loinl Venture Agreement in order to 
memorialize; 

• effective 9/1/99, clarifications of, and corrections to, the Second Amended 

And Restated JV Agreement; 

• effective 12/1/99, the combination of the Original Class C-1 Company 

Activity and the Original Class C-2 Company Activity into the Class C-1 
Company Activity and their understandings and agreements with respect to 
the Class C-1 Company Activity; 

• effective 4/18/00, their understandings and agreements with respect to the 
Class C-3 Company Activity;* and 

• effective 7/3/00, clarifications related to the Class D Company Activity' and 
Class E Compan-y Activity. 

CHS-Class A 

COSA- 

• Class B 

• Preferred C-1 
(C-I consists of 
a combination oj 
the C-1 and C-2 
Interests) 

• Prefeired C-3 

CCH- 

• Common C-1 

• Common C-3 

COCCSA-Class D 

COIHSA-Class E 

Class C 

'Combination 
:fC-.! and 
C-2 class into 
C-J and 

specifics 
'■elated to the 
C-3 class) 

Transaction 

Effective 9/1/00, the Purchasing Agency relationship between CAT and CSARL 
was terminated and CSARL began to issue purchase orders and receive invoices 
from third party suppliers in its own name. .Accordingly, effective 9/1/00, CAT 
and CSARL entered into a Termination Agreement terminating the Purchasing 
Agency Agreement, as amended and restated from time to time and entered into a 
Termination Agreement canceling the Reallocated Parts Purchasing Agency 
Agreement and a Reallocated Parts License Agreement. 


1999 Swiss 
Restructuring 

\ 


^ The Class C-3 interest was generally understood to encompass the small telescopic materials handler technology. 
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Effective 9/1/00, CAT and CSARL also entered into a Purchasing Services 
Agreement, pursuant to which CAT provides certain purchasing services to 
CSARL with respect to certain of CSARL’s purchases from tliird part}' 
suDoliers.^ 


Transactions 

During November 2001 , COS.A, CCH, COCCSA acting on its own behalf and as 
successor to CHS, and COIVISARL acting on its own behalf and as successor to 
COIHSA'^ entered into a Fourth Amended and Restated Joint Venture 
Agreement amend and restate the Third Amended And Restated Joint Venture 
Agreement in order to: 

• effective on dates as specified in the Third Amended And Restated JV 
Agreement, reflect clarifications of, and corrections to, the Third Amended 
And Restated JV Agreement; 

• effective 1/1/01, memorialize their understandings and agreements regarding 
the expansion of the activities of CSARL to include the Class F Company 
Activity; 

• effective 8/14/01, reflect the merger of CHS into COCCSA and the 
conversion of COiHSA to COIHSARL: and 

■ effective 8/21/01, reflect the distribution by CSARL to COCCSA of the 
shares of CAT Holdings Australia and Caterpillar (Bermuda) Ltd. 

COCeSA- 

• Class A 

• Class D 

COSA- 

• Class B 

• Preferred C-1 

• Preferred C-3 

CCH- 

• Common C-1 

• Common C-3 

• Class F 

COIHSARL- 

• Class E 

EAME 

COFA 2001 

Transaction 

Effective as of 1/1/01, CAT and CSARL entered into a License Agreement 
('‘Bundkd License Agreement’’) which effectively replaced the Second 

Amended and Restated PFR Parts License Agreement and the Second Amended 
and Restated Worked Parts License Agreement, but limited the definition of 
CSARL Territory to exclude the territories associated with COFA, identified 
above and expanded CSARL’s rights to include those connected with the Class F 
activities, described above with respect to the Fourth Amended and Restated .loint 
Venture .Agreement. In exchange for the rights granted under the I.iccnse 
Agreement CSARL agreed to pay CAT a royalty of 4% of Net Sales (i) to Third 
Parties within the CSARL Territory, (ii) to CAT Affiliates located outside of the 
CSARL Territory, or (iii) to Caterpillar Special Services Belgium, Sprl,, adjusted 
for certain items. 

The Bundled License Agreement provides that Caterpillar France S.A. 
C’CFSA”)md Catenrillar Belgium S.A. (’’CBSA ") (and, where appropriate, other 


EAME 


The Purchasing Services Agreement has been amended and restated from time to lime with the principal purpose of 
modifying the definition of “CAT SARL Territory", consistent with the transactions described below. 

Similar to the agreement by the parties as contained within the former Purchasing Agency Agreement, CAT agreed to 
purchase from CSARl. all Goods not destined for the “CAT SARL Territory,” (such goods being defined as “Transferred 
Goods”). Unlike the Purchasing Agency Agreement, however, the sale was to occur once the Transferred Goods were 
specifically identified at the contract packager locations (as opposed to relating back to the time at W'hich CSARL 
obtained title to the Transferred Goods). Consistent with the past, however, the sale was to take place according to the 
same price and payment tenns as those applicable when CSARL purchased the same Transferred Goods from the third 
party supplier. 

See the transactions involving CHS and COIHSARL effective 8/14/01 and 8/18/01, as described below. 
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CAT Affiliates) will provide research and development and related engineering 
services for CAT pursuant to engineering services agreements with CAT and that 
intellectual properly arising as a result of such services is considered licensed by 
CAT to CSARL under the Bundled License Agreement.*' Upon request by CAT, 
CSARL as licensee agrees to provide supervision and oversight for CAT of the 
performance of such services.'" 


Transaction 

EAh4E 

Effective a.s of 1/1/01, CS.ARL and CBSA and CSARJ., and CFSA entered into 
Manufacturing Services Agreements l'‘MSAs"J pursuant to which CBSA and 
CFS.A agreed to provide CSARL with toll manufacturing services in exchange 
for a recovery of their cost of operations and a 7% return of capital employed 
fee.'^ 


Transaction 

EA\4E 

Effective as of 1/1/01, CSARL and CBSA and CSARL and CFSA exchanged a 
Letter .Agreement pursuant to which they memorialized their agreements as of 
1/1/01 regarding implementation and interpretation of the MSA during the 

Systems Modifeation Period (which was defined as the period beginning 1/1/0! 
and ending when the information and accounting .systems were modified to 
reflect the lettal relationship contemplated by the MSA, which date was 7/30/01 ). 


Transaction 

EAME 

Effective as of 1/1/01, CAT, CSARL and CBSA entered into a Caterpillar 
Products Tripartite Agreement pursuant to which a license agreement effective 
as of 2 October 1 967, as amended from time to time, by and between CAT and 
CBSA was cancelled. 


Transaction 

EAME 

Effective a.s of 1/1/01, CAT, CSARL and CFSA entered into a Caterpillar 
Prodnets Tripartite Agreement pursuant to which a license agreement effective 
as of 30 March i 96 1 , as amended from time to time, by and between CAT and 
CFSA was cancelled. 


Transaction 

COFA 2001 

bn 8/14/01, CHS was merged into COCCiSA and COIHSA was converted to 
COIHSARL. 


Transaction 

CX)FA 200} 

Effective 8/18/01, a Form 8832 was filed to treat COIHSARL as a disregarded 
entity, and as a result, COIHSARL was liquidated into COCCSA tor United 

States tax purposes effective 8/1 7/0 1 . 


Transaction 

COFA 200} 

1 On 8/21/01, CSARL distributed the shares CAT Holdings Australia and 
Caterpillar (Bermuda) Ltd. to COCCSA. 


Transaction 

CACO 

1 On 8/22/01, Caterpillar Americas Co. ("CACO") formed Caterpillar Americas 
S.A.R.L. ("CAmSARL") under the laws of Switzerland as a soctete a 
responsabilite limitee.''' 



" Effective as of 1/1/01, CAT and CBSA; and CAT and CFSA entered into Engineering Serviees Agreements, pursuant 
to which CDSA and CFSA agreed to provide certain engineering related services to CAT, 

EfTeetive as of 1/1/01, CSARL and CBSA and CS.ARL and CFSA entered into Engineering Maintenanec Services 
Agreements pursuant to which CBSA and CFSA agreed to provide CSARL engineering service,s for alterations of 
products manufactured by CSARL and processe,s relating thereto. 

' ’ There were a number of other agreements executed in connection with the EAME transaction. An index to these 
agreements is attached as Exhibit B. 

A Form 8832 was filed to treat CAmSARL as a disregarded entity for federal income tax purposes as of the date of its 
formation. 
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Transaction 

Effective 8/27/01, CAT Holdings Australia converted into a proprietary company 
and officially became known as Caterpillar Holdings Australia Pty. Ltd, 


COFA 2001 

Transaction 

Effective 9/1/01 , a check-the-box election was made to treat CAT Holdings 
Australia as a disregarded entity, and as a result, CAT Holdings Australia was 
iiauidated for United Slates tax purposes on 8/31/01. 


COFA 200! 

Transaction 

Effective 9/7/01, COFA and its wholly-owned subsidiary'. Caterpillar 

Commercial Australia, an Australian company treated as a corporation for IJ.S. 
federal tax purooses. converted into a proprietary companies. 


COFA 200! 

Transaction 

On 9/19/01, CAmSARL (99%) and CSARL (1%) formed Caterpillar Latin 
America Services SRL as a sociedad de responsabilidad limitada organized under 

the laws of Costa Rica 


CACO 

Transaction 

Effective 10/01/01, a Form 8832 was filed to treat COFA as a disregarded entity 
ol'COCeSA and as a result. COFA was liquidated into COCCSA for United 

States lax purposes on 9/30/01 . 


COFA 200! 

Transaction 

On 10/10/01, CAmSARL (99.967%) and CSARL (.033%) formed Caterpillar 
Americas Mexico, S. de R.L. de C.V. as a limited liability partnership with 
variable capital organized under the laws of Mexico ("CrlALL”).''’ 


CVICO 

Transaction 

On 11/1/01, CAmSARL (99.99%)and CSARL (.01%) formed Caterpillar Brasil 
Services S-C Ltda as a .sociedadc civil por quotas de responsabilidade limitada 
organized under the laws of Brazil C'ClfSI").’' 


CACO 

Transaction 

On 11/12/01, CLASS (99.967%) and CAmSARL (.033%) formed Caterpillar 

Latin .America Services de Mexico, S. de R.L. de C.V. as a limited liability 
partnership with variable capital organized under the laws of Mexico 

C’CLrlW).'* 


CACO 

Transaction 

On 11/21/01, CLASS (99.9%) and C.AmSARL (.1%) formed Caterpillar Latin 
America Servieios de Chile Lida, as a sociedad de responsabilidad limitada 
organized under the laws of Chile ("ClASC").' 


CACO 

Transaction 

Pursuant to a Share Transfer Agreement and Stock Power, dated as of 

1 1/21/01 and effective as of 1 1/30/01, Caterpillar transferred all of the 1,460,788 
issued and shares in COSA to CACO.-^^ For lax purposes it was determined that 
the transfer of these shares was effective 11/21/01. 


CACO 


A Form 8832 was filed to treat CLASS as a disregarded entitv' for federal income tax purposes effective at the time 
when CSARL owned 1 00% of CAmSARL, thus making CLASS a disregarded entity. 

A Form 8832 was filed to treat CAMX as a disregarded entity for federal income tax purposes. The election was made 
elTective at the lime when CSARL owned 1 00% of CAmSARL, thus making CAMX a di.sregarded entity. 

' ' A Form 8832 was filed to treat CBSL a.s a disregarded entity for federal income tax purposes. The election was made 
effective at the time when CSARL owned 100% of CAmSARL, thus making CBSL a disregarded entity, 

A Forni 8832 was filed to treat CLASM as a disregarded entity for federal income tax purposes, 

A Form 8832 was filed to treat to treat CLASC as a disregarded entity for federal income tax purposes, 

Caterpillar owned 100% of CACO both before and after the transfer of the COS A stock, 
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Transaction 

On 11/29/01, CLAS.S and CLASM formed Caterpillar Latin America Services de 
Puerto Rico, S. en C. as a limited co-partnership organized under the laws of 

Puerto Rico rCLASP").^' 


CJCO 

Transaction 

Effective 11/30/01, and pursuant to a Contribution in Kind Agreement dated 
A'ovember 26. 2001 and an Assignment Agreement dated November 30, 2001 
and in consideration for a CHF 780,000 increase in the nominal value of the share 
of CACO in CAMSARL’s capital, CACO transferred tangible and intangible 
assets (including Dealer Contracts and Purchase Orders) related lo its business of 
selling Caterpillar products in the Caribbean, Central America, Mexico and South 
America to CAmS.ARL, Additionally, CACO transferred to C.AmSARL its 
interest in Forchester de Brasil Lida., Forchester International, S.A. and 

Forchester de! Peru S.R.L. 


CACO 

Transaction 

Effective 11/30/01, CACO transferred its shares in CAmSAR-L to CSARL in 
exchanae for an interest in CSARIu. 


pi CO 

fran.saction 

Effective 1 1/30/01 , CACO transferred the interest in CSARL lo COSA in 
exchanse for 49.485 common shares of COSA. 


CJCO 

Transaction 

CzVT and CSARl. entered into a First Amended and Restated Licen.se 
Agreement {“Fini Amended and Resialed Bundled License Agreement”) which 
effective 12/1/01, expanded the definition of CSARL I'crTitory to include the 
following territories associated with Caterpillar Americas S.A.R.L.: Caribbean, 
Central America, Mexico and South America. 


CACO 

Transaction 

Effective 12/1/01, CSARL. Caterpillar and CAmSARL entered into The Interim 
Parts Agreement which memoriaJi/-ed the understanding among the parties that 
Caterpillar will hold certain inventor)' in its U.S. warehouses as CSARL’s 
consignee. . 


t.V!CO 

Transaction 

Effective 12/4/01, COSA transferred certain interests in CSARL that it received 
from CACO in the 1 1/30/01 transaction, dcnscribcd above as a contribution in 
kind, lo CCH (which received the Common C interest in exchange for 20 shares 
of CHF 1 ,000 par value) and lo COCCSA (which received the .A. D, and E Class 
Interests in exchange for 400 shares ofCHF 100 par value). 

Effective 12/4/01 and after the transfer described immediately above, 
COCCSA transferred the Class E interest that it received from COSA to 
COIHSARL in exchange for an increase in the nominal share value of its single 
share from CHF 100.000 to CHF 120,000.. 


C/ICO 

Fran.saction 

During November 2002, CSARL CBorroner”) and Caterpillar Group Services 
S.A.,'* ("CGS or lender”) entered into an Intercompany Loan Agreement as 
of 1/1/02 (the “Refinancing Loan Agreemenl”) under which Borrower obtained a 
loan from Lender (the “Refinancing L>ari') that was used to repay the loan made 
lo Borrower under the Original Loan Agreement. 


Class Cs 

^Refinancing 

Loan 

Agreement 
Due to 
EAME) 


'■ A Form 8832 was filed lo treat CLASP as a disregarded entit>' for federal income tax purposes. 

CGS is a company organized under the laws of Belgium with a registered office at Avenue Des Etats Unis I, B-6041; 
(josselies, Belgium. 
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Lransaction 

On 7/16/02, CACO formed Caterpillar North America S.A.R.L. {"CNAmS") 
under the laws of Switzerland as a societe a responsabilite limiteeA’ 


CACO' 

Canada 

Transaction 

On 7/22/02, Caterpillar transferred 100% of the shares of Caterpillar Commercial 
Services Lid. (''CC/SX”) and Caterpillar of Canada Ltd. {"CCA Ud.") to CACO. 


CACO - 
Canada 

Transaction 

On 7/23/02, CACO transferred 1 00% of the shares of CCSL and CCA Ltd. to 
COSA in exchange for . 


CACO 

Canada 

Transaction 

On 8/1/02, Caterpillar of Canada Corporation {"CCAC") was formed as a 
subsidiary of COSA through an amalgamation of CCSL, CCA Lid. and an 
unnamed Nova Scotia Unlimited Liabilitv Company’"* under Canadian law. 


C/1 CO - 
Canada 

Transaction 

Effective 8/30/02, and prior to the transfers described below, CACO transferred 
to CNAmS transferred tangible and Intangible assets (including Dealer Contracts 
and Purchase Orders) necessary' to conduct business with Canadian dealers.^'’ 

In exchange for this contribution in kind, CNAmS shall increase the nominal 
value of the share of CACO in its share capital by CHF ISO'OOO.- from CUP 
20'000.- up to an amount ofCHF ITO'OOO. 

Effective 8/30/02, CACO transferred its share in CNAmS to CSARL in exchange 
for an interest in CSARL. 

Effective 8/30/02, COSA transferred 6,650,000 shares of CCAC to CSARL in 
exchange for an interest in CSARL. 

Effective 8/30/02, CACO transferred its interest in CSARL to COSA in exchange 
for 5'412 new registered shares of COSA each with a nominal value of CHF 100,- 
and fully paid up; 

Effective 8/30/02, COSA transferred portions of the interest in CSARL it 
received in the above transaction to CCH (w'hich received the Common C Class 
Interest in exchange for 20 new registered shares of CCH each with a nominal 
value of CHF 1 '000) and to COCCSA (which received the Class A, D and E 

Class Interests in exchange for in exchange for 400 new- registered shares of 
COCCSA each with a nominal value of CHF 100). 

Effective 8/30/02, COCCSA transferred the Class E Interest it received above to 
COIHSARL. In consideration for this contribution In kind COCCSA had the 
nominal value of its registered share of COIHSARL increased from CHF 

120’000,- to CHF 140-000. 


CACO- 

Canada 


■ ’ A Fomi 8832 was filed to treat CNAmS as a disregarded entity for U.S, federal income tax purposes, effective as of the 
date of formation. 


The unnamed Nova Scotia Unlimited Liability Company was formed by CCA Ltd. on July 9, 2002, and remained 
wholly tm'ned by CCA. Ltd. as of the date of the amalgamation. 

CNAmS was responsible for the sale of Caterpillar products in Canada. CCAC provided marketing services on behalf 
of CNAmS pursuant to a marketing service agreement between the parties. 
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Effective 8/30/02, CSARL transferred its 6,650,000 shares of CCAC to CNAmS 
in exchange for an increase in its registered share in CNAmS. 


Transactions 

Class C 
(Combmation 
of Class C-1 
and 

Class C-5; 

C-ACO; and 

CACO- 

Canada 

During November 2002, COSA, CCH, COCCSA and COIHSARL, entered into a 

Caterpillar SARL Restated Joint Venture Agreement to amend and restate the 

Fourth Amended And Restated Joint Venture Agreement in order to: 

• effective on dates as specified in the Fourth Amended And Restated JV 
Agreement, to reflect clarifications of, and corrections to, the Fourth 

Amended .And Restated JV Agreement: 

• effective 12/1/01, memorialize their understandings and agreements regarding 
the combination of the Class C-1 Company Activity and the Class C-3 
Company Activity; and 

• effective 12/1/01, memorialize their understandings and agreements regarding 
the expansion of the CSARL Territory' to include the Caribbean, Central 
America. Mexico and South America; and effective 8/30/02, Canada. 

COCeSA- 

• Class A 

• Class D 

COSA- 

• Class B 

• Combined Class 

C Preferred; 
(Combined Class 

C is a combination 
of the C-1 and C-3 
interests) 

CCH- 

• Combined Class 

C Common 

• Clas.s F- 

COIHSARL- 

• Class E 

rninsaction 

CAC-0- 

Canada 

CAT and CSARL entered into a Second Amended and Restated IJeense 
Agreement, which effective 8/30/02 expanded the definition of CSARL 

Territorv to include Canada. 


Transaction 

Class C 

(Increased 

Loan 

Amounls)) 

CSARL and CGS entered into an Amended Intercompany Loan Agreement 
dated 11/29/02 (such amended loan agreement and any and all amendments, 
schedules and exhibits thereto, and any and all renewals, extensions and/or 
refinancings ihereofi are collectively referred to as the '"Loan Agreement") 
providing for loans to Borrower (each a '"Loan") up to an increased total amount 
and amending and restating the Refinancing Loan Agreement. 

COSA agreed to guarantee CSARL’s obligations under the Loan Agreement, on 
substantially the same terms and conditions as the Original Guaranty by entering 
into a Guaranty Agreement in favor of the Lender on 29 November 2002 {"COSA 
Guaranty"). 


Transaction 

Singapore 

Branch/ 

Bermuda 

Partnership 

planning 

On 12/13/02, COCCSA and COIHSARL organized Caterpillar Asia Pacific L,P 
{"CAPLP's") as a limited partnership under the laws of Bermuda. A Fonn 8832 
will be filed making an initial entity classification election to treat CAPLP as a 
corporation for IJ.S. federal tax purposes will be made effective 12/13/02. On 
12/18/02, COCCS.A, a.s general partner contributed $27,000 and COIHSARL, as 
limited oarlner. contributed $1 .000 to the capital of CAPLP. 


Transaction 

Class C - 
‘'Prepalory for 
COSA 's 
Comribulion o 
ns eSARL 
Interest to 
CCH) 

On CCH organized Caterpillar Product Development S.A.R.L., 

{"CPDSARL), a societe a rcsponsabllite limitee under the laws of Switzerland; 
and effective 12/19/02 (the "CPDSARL Contribution Date"), CCH transferred to 
CPDSARL. as a capital contribution, all of CCI-fs interest in the Class F 

Company Activity. 


Transactior 

Class C- 

COCCSA, COSA, CCH COIHSARI., and CPDSARL entered into a First 
Amendment to Caterpillar SARL Restated Joint Venture Agreement to 

COCeSA- 
• Class A 
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(Prepatory 
for COSA ’s 
Coniribulion 
of Us CSARL 
Interest to 
CCH) 

amend the CSARL Restated Joint Venture Agreement to: 

• effective 12/19/02, reflect the admission of CPDSARL as a Partner of 

CSARL; and 

• effective 12/19/02, effectuate the transfer and contribution of the Class F 
Company Activity from CCH to CPDSARL. 

• Class D 

COSA- 

• Class B 

• Combined Class 

C Preferred 

CCH- 

• Combined Class 

C Common 

COIHS.ARL 

• Class E 
CPDSARL-Class F 

Transaction 

On 12/23/02 (the "CCH Contribution Date "), COSA transferred to CCH as a 
capital contribution all of its interests in CSARL and therefore, ceased to be a 
membcr/paitner of CSARl.. 


Class C - 
(COSA ’s 
Contribution 
■fits CSARL 
Interest to 
CCH) 

Transaction 

On 12/23/02, CGS agreed to the substitution of CCH’s guaranty for COSA's 
guaranty under the COSA Guaranty and to the lennination of COSA’s 
obligations under the COSA Guaranty effective contemporaneously with the 
transfer by COSA of its interest in CSARL to CCH. 


Class C - 
(Replacement 
of COSA as 
Guarantor of 
CSARL’sdehl 
to CCS by 
CCH) 

Transaction 

COCeSA, CCH, COIHSARL and CPDSARL entered into a Second 

Amendment to Caterpillar SARL Restated Joint Venture Agreement to 
amend and restate the Caterpillar SARL Restated Joint Venture Agreement (the 
''Agreement’') as amended, to: 

• amend and restate the Agreement to reflect clarifications of, and corrections 
to the Agreement, as so amended; 

• effective 12/23/02 reflect that COSA ceased to be a meniber/Partner of 
CSARL; 

• effective 12/23/02, effectuate the transfer of all of COSA’s interests in 

CSARL to CCH; and 

• effective 12/23/02, simplify the agreement as it pertains to the Class C 
Company Activity so that the terms as they relate to such are the same as 
those applicable to each other Company Activity. 

COCeSA- 

• Class A 

• Class D 

CCH- 

• Class B 

• Class C (Both 
the Preferred 
and Common 
interests) 

COIHSARL- 

• Class E 

CPDSARL-Class F 

aavA'C- 
'COSA 's 
Conlrihution of 
its CSARL 
Interest la 

CCH and 
Combination oj 
the Combined 
Class C 
Common and 
Freferred 
tnleresls into a 
single Class C 
Interest) 

Transaction 

As of 1/1/03 and effective after the .APD Contribution (defined below), (i) 
COCeSA, as general partner of C.APLP, transferred to C.^PLP as a contribution 
in kind and as paid in surplus all the Class G Company Activity (defined below), 
and (ii) COIHSARL, as a limited partner ofCAPLP, transferred to CAP!.,? as a 
contribution in kind and as paid in surplus a 1/136 (i.e., .7353%) interest in the 
Class li Company Aclivitv. 


Singapore 

Branch/ 

Bermuda 

Partnership 

Planning 

Transactions 

COCeSA, CCH, COIHSARL, CPDSARL and CAPLP entered into a Third 
Amendment to Caterpillar SARL Restated Joint Venture Agreement to 
amend and restate the Second Amendment to Caterpillar SARL Restated Joint 
Venture .Agreement to: 

• effective UvS of 1/1/03, refect the contribution by COCCSA as paid in surplus 
to the Singapore branch of CSARL certain sales and distribution assets 

COCeSA- 

• Class A 

• Class D 

CCH- 

• Class B 

• Class C 

Asia Pacific 

and: 
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Singapore 

Branch/ 

Bermuda 

Partnership 

Planning 

activities and liabilities related to the Chinese, Taiwanese and Australian 
markets {'"APD Contribution") and effectuate the establishment of the Class 

G Company Activity; 

• effective 1/1/03, effectuate transfers of the Class G Company Activity and a 
1/136 interest in the Class E Company Activity to CAPLP’s Contributed 
Surplus Account (as defined in the Contribution In Kind Agreement among 
COCCSA, COIHSARL and CAPLP dated 12/27/02); and 

• effective 1/1/03 and after the APD Contribution, the admission of CAPLP 
as a Partner of CSARL. 

COIHSARL- 

• Class E 135/136 
CPDSARL- 

• Class F 

CAPLP- 

• Class G 

• Class El/136 


CAT and CSARL entered into a Third Amended and Restated License 
Agreement i^'Third Amended and Restated Bundled License Agreement") which 
effective 1/1/03 expanded the definition of CSARL Territory to include: the 
People’s Republic of China; Hong Kong; the Republic of China (Taiwan); 
Australia, Fiji Islands; New Caledonia; New Zealand; Papua New Guinea; 

Samoa, American; Solomon Islands; Tahiti and Tonga. 
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Exhibit A 
Class Interests 


“A” CSARL’s income from sales of all PFR Parts (which are generally defined as finished replacement parts 
purchased directly by CSARL from third party suppliers and effective 7/1/00 includes those from SCM). 

“B” CSARL’s income from sales to Dealers within the territory formerly associated with COSA, of 
replacement parts, machines, components, engines, work tools and other products manufactured by CAT and/or 
other CAT Affiliates. Also, compensation and commissions received by CSARL that relate to the use of 
CSARL’s marketing territory; the Geneva office building, and the results of Treasury Functions that are not 
conducted on behalf of the other Class Interests. 

“C-I” The income of CSARL and its Singapore Branch from sales of products related to the 1997 
Technologies manufactured by CAT and/or other CAT Affiliates 

“C-2” The income of CSARL and its Singapore Branch from sales of products related to the 1998 
Technologies manufactured by CAT and/or other CAT Affiliates. 

“C'3” The income of CSARL and its Singapore Branch from sales of products related to certain small 
telescopic materials handles technology acquired from Claas Holdings Limited, manufactured by CAT and/or 
other CAT Affiliates. 

“D” CSARL’s income from sales of everything but PFR Parts and SCM sourced Machines to COFA and to the 
Singapore Branch and the Singapore Branch’s income from the sale of the same. Also, compensation an4 
commissions received related to use of the Class D Company Activity Territory; the manufacturing assembly 
assets and activities of CSARL and Disregarded Entity Subsidiaries located in and conducted within the Class D 
Company Activity Territory; real estate located in Singapore; and the Class D Treasury functions. 

“E” CSARL’s income from sales of SCM sourced Machines that are sold to Third Parties, the COFA branch of 
COCCSA/CHS/COIHSA and the Singapore Branch and the Singapore Branch’s income from the sale of SCM 
sourced Machines to Third Parties. 

“F” CSARL’s income from the sales of replacement parts, machines, components, engines, work tools and 
other products manufactured by CSARL under the Manufacturing Services Agreements with CAT Belgium and 
CAT France (“Tolling Product”) and the Singapore Branch’s income from the sale of the same to Third Parties. 

“G” The income of CSARL and its Singapore Branch in connection with the acquisition, promotion and sale in 
the APD Company Activity Territory of PFR Parts. 
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Exhibit B 

EAME Transaction Documents 
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CATERPILLAR INC. 

EVALUATION OF ARM'S LENGTH PRICING 
FOR INTERCOMPANY TRANSACTIONS 

Year Ended December 31^ 1994 

Prepared by Price Waterhouse LLP 

FINAL REPORT 
April 18, 1996 
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"Caterpillar, Inc., headquartered in Peoria, Illinois, Is the world's largest manufacturer of 
earthmoving, construction, and materiak han dling equipment, and a major manufacturer of 
diesel and natural gas engines and gas turbines. 

The [company's] products have a wide variety of uses, including highway, dam, pipeline, and 
other construction; petroleum, agricultuml, industrial, and other applications; and electric power 
generation systems." 

Caterpillar products are sold and serviced principally through a worldwide network of more than 200 
independently owned dealers and one company-owned dealership. 

This rep>ort focuses on intercompany trEinsactions for earthmoving and construction equipment, 
machines, engines, and production components and replacement parts for these segments. The 
industrial turbine power systems designed, manufactured, and marketed by Caterpillar's Solar 
Turbines Inc. subsidiary are qqI j>art of this report. 

a. Structure 

Caterpillar was formed in 1 925 by two companies which produced wheel and crawler tractors 
principally for agricultural uses. Until 1 950, all manufacturing was performed in the United States, 
although there had been overseas sales by the p)redecessor companies since 1909. Exports 
represented about 20% of sales by the late 1 940’s. In the 1 950's and 1 960's, Caterpillar established 
manufacturing operations in the United Kingdom, Brazil, Australia, Canada, France, Mexico, and 
Belgium. The original purpose of these international ojorations was to overcome barriers such as 
foreign exchange shortages, tariffs, impjoit controls, and other difficulties in supplying replacement 
parts to customers. Later, the manufacturing plants were established to enable Caterpillar to provide 
prime products to users in all parts of the world. 

In addition to these manufacturing operations, marketing subsidiaries were established to market 
product and to provide product support outside the United Slates Caterpillar Americas Company 
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(CACO) was established in 1957 to serve the Western Hemisphere;'^ Caterpillar Overseas, S.A. 
(COS A) was first established in 1 957 as Cateipillar Overseas C. A. in Venezuela and was organized 
and relocated in Switzerland in I960 to serve tfie rest of the world outside the U.S. In 1967, 
Caterpillar Far East, Ltd (CFEL) was formed by COSA to serve Asian markets. In 1994, CFEL 
became a separate branch of COSA. 

Caterpillar has established a number of subsidiary companies generally organized according to their 
principal function as either marketing and manu^turing companies and, within these, by 
geo^^hic area of responsibility. For example, Caterpillar Overseas S.A. is the marketing company 
for Europe, the Middle East, and Afiica and is a subsidiary of Caterpillar, Inc. By contrast, 
Caterpillar France S.A. (Cat France) is a manufacturing subsidiary supplying a range of products 
across a number of markets. 

No corporate entity is "pure" in terms of functions, however. Because of local needs, almost all 
Caterpillar manufacturing companies perform some marketing, and vice versa. For example, Cat 
France sells its own manufactured product directly to dealers in France, although COSA performs 
all of the other marketing functions that enhance Cat France's ability to make these sales. On the 
other side, the Australian company (Caterpillar of Australia, Ltd — COFA), predominantly a 
marketing company, also has a minor manufacturing function, assembling motor graders for its own 
market. 

COSA is the shareholder for many of Caterpillar's foreign manufacturing compaiues (including 
Caterpillar's share of overseas joint venture companies) and marketing companies. The remaining 
companies are generally subsidiaries of Caterpillar, Inc. For the purposes of this transfer price 
review, the ownership structure of the entities is not as important as the business relationships among 
them. Our description and analysis focuses on intercompany transactions and the economic 


CACO is consolidated with Cttierpillar Inc. in the U.S. tax return and hence, is not discussed in detail in 
remainder of diis report 
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functions exercised by each company. The legal structure is not discussed further in this report, 
except as needed. 


b. Product Flow 

Generally, Caterpillar product flows from a manufacturing company to a related mariceting company, 
to independent dealers, and finally to end-users. Departure from this flow occurs only when and 
where conditions require a departure. The following is a brief description of the normal flow of 
prime products, parts, and components among related Caterpillar companies. 

L Manufacturing 

Prime Product . Prime product refers to tfic completed machines or engines sold by Caterpillar 
entities to their dealer network. Prime product is manufactured at Caterpillar owned plants or (in 
a few instances) by a third party manufacturer. 

Sourcing for products is generally based on geography, so that the nearest plant that raanufecturers 
an item is typically the source of that product for the local marketing company. Because sales 
volumes for some large machines do not justify multiple manufacturing sites, foese machines arc 
usually sourced at a single plant and sold to each of the marketing companies. 

Rgplac.gnignt, Parts- Caterpillar maintains three primary parts distribution centers serving parts 
depots worldwide. Morton, IL is headquarters of the Parts & Service Support (P&SS) business unit 
and the primary parts distribution center for North America; Cjrimbeigen, Belgium is a branch of 
COS A (and owns the inventory therein); and Singapore sells to dealers in the CFEL region. Thus, 
P&SS sells the requisite replacement parts to the marketing company, which then sells to dealers, 
who in tom sell to the customer. In addition, other Caterpillar companies maintain parts depots or 
facilities in Australia, Brazil, Canada, Mexico, and South Africa. 
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products or components; production delays fiw lack of supplies; and missed sales from failures to 
supply dealers. 

The manufacturing companies (Cal Inc., Cat Belgium and Cat France) generally bear the inventory 
risk for finished product. Cat Inc., COSA and CFEL also have inventory risk for their parts 
inventories. 

5. Purchasing . Purchased materials represent about 60 percent of the manufacturing cost of 
Caterpillar product, so purchasing is clearly an important activity for Caterpillar manufacturing 
operations. At the same time, Caterpillar’s purchases primarily consist of commodities and 
components manufactured to Caterpillar specifications. Purchasing per se at Caterpillar is a 
relatively routine activity, subject to relatively little risk, and is principally the responsibility of 
manufacturing companies, including the manufacturing operations of Cat Inc, Cat Belgimn and Cat 
France. 

6. Manufacturing o perations . With more than 20 plants around the world and virtually all of its 
revenues derived from the sale of manxifactured goods, manufacturing operations are a keystone 
activity. At the same time, given the responsibility within "commercial entities" for overall strateg>', 
technology, manufactunng process design, and cost control, manufacturing operations themselves 
are best viewed as essential functions that, nevertheless, would command a "normal" manufacturing 
return if carried out by an unrelated contractor. 

7. Quality contial. Quality control, too, is important, but the entrepreneurial aspects of quality 
control at Caterpillar are found in product design and manufacturing process design. Quality control 
operations are a "routine" manufaefuring function. Daily responsibility for quality control rests with 
the commercial entities and manufacturing companies. 

8. Partg distribution- Parts distribution is one ofCaterpillar's most important competitive advantages 

in the marketplace. Caterpillar's guarantee to deliver parts an>'where in the world on very short 
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notice enables it sell more machines, since custoiwrs know that they will not be idled long by 
missing parts. The parts distribution function at Caterpillar, is very closely associated with the 
marketing functions because of its strategic importance in sdes and aftermarket services. 

Caterpillar operates a networic of parts distribution centers, parts depots, and oftier parts facilities 
around the world. Parts distribution, and ownership of parts facilities rests principally with the 
marketing companies. The major parts distribution center is located at Morton, Illinois, which is part 
of Cat Inc. The two other major parts distribution centers belong to COSA and CFEL. COFA 
maintains a large parts depot. 

c. Marketing Functions 

Caterpillar does not market and sell directly to end users, but is rather like automotive companies 
that sell to unrelated dealers, who in turn sell to tiie customer. Thus, Caterpillar's marketing 
operations, as distinct from marketing strategies, are mainly focused on ways of developing and 
supporting its dealer network so that dealers can sell more. 

1. Market development . Market development functions are aimed at the establishment, 
maintenance, and nurturing of Caterpillar's dealer network. Introduction of product improvements, 
new products, or expansion to new market areas or classes of end customers are also market 
development functions, in conjunction with dealers. 

Cat Inc. has the largest role with regard to maricet and dealer development, since 1) it has the largest 
single market, 2) it was the originator of the basic marketing systems and concepts, and 3) it 
continues to be involved with the development and oversight of worldwide marketing programs and 
approaches. The marketing con^anies also have major responsibility for market development; in 
fact, this is their primary responsibility. 
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2. Pricing . Pricing has both strategic and tactical components. The strategic economic choice of 
trading off margins for sales volumes is one that Caterpillar has faced often in recent years, 
especially in certain product lines and geogrtqrhical markets. On a micro level, adjustments to 
pricing may be required to meet local or temporary market conditions, to establish prices for product 
improvements, or to help dealers in competitive situations. 

The "commercial entities" are responsible for worldwide pricing policy for their respective product 
lines, in conjunction with local market knowledge contributed ty the marketing companies. Cat Inc, 
Cat Belgium, Cat France therefore have predominant roles in establishing pricing policies. 

3. After sales service . Caterpillar's after sales service, which includes supporting dealers in the 
servicing of equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Caterpillar's role in after-sales service includes developing servicing procedures 
and standards, technic^ manuals, technical support and training for dealers, and warranty support. 


The dealer network and parts distribution are the two keys to after-sales service. Since the marketing 
companies are responsible for both, they have responsibility for this important entrepreneurial 
activity. Cat Inc., as the designer of the system and owner of the Morton parts center, has the 
greatest strategic role. COSA, CFEL, and COFA undertake substantial activities in this area. 

MwMn g Ojefftjpn; . Caterpillar perfonns a variety of marketing programs, both at a general 
corporate level and in cooperation with its dealers. Fox example, Caterpillar marketing companies 
advertise directly (and join with dealers in cooperative advertising) develop marketing programs, 
and conduct marketing education for its dealers. The marketing companies (including Cat Inc.'s 
NACD) all have complete day-to-day responsibility for marketing. 

5. Saks. With the exception of certain kinds of sales such as those to some government financing 
programs, Caterpillar does not generally sell directly to end users. However, Caterpillar sales 
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representatives will make Joint sales calls with deal^ w4ien needed and when the size or importance 
of the prospective sale warrants. 

Actual sales to dealers, as well as the occasional sales to end users, are of course arranged 
predominantly by die marketing companies, including NACD in Cat Inc. In addition, the 
manufacturing companies make sales to dealers in tl^ir own countries. When manufacturing 
companies sell directly to dealers, whether in their own country or another, diey pay a 5 percent fee 
to the relevant marketing company as compMisation for the services that the marketing company 
provides, 

6. n«»alpr aHmmistratinn , Maintaining Caterpillar’s (fcaler network requires significant day-to-day 
effort including visits to dealers by Caterpillar field staff. Providing support to dealers in the area 
of financial management and financing, for example, are important activities in the overall marketing 
scheme. 

All companies with marketing responsibilities are actively involved in dealer administration. These 
include Cat Inc. and the three principal marketing companies. 
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has the incentive to reduce its manufacturing costs, including purchases from other Cat suppliers and 
third parties, and to design products specific to customers' needs.'® 

2. Sale of Parts 

Parts & Service Support ("P&SS"), a division of Cat Inc. located in Morton, IL, is charged with 
mana ging the worldwide parts distribution network. Intercompany pricing of parts consists of four 
major components: (1) Sale of Parts to Marketing Companies, (2) Purchase of Parts from 
Manufacturing Facilities, (3) Compensation to P&SS for its Functions, and (4) Distribution of 
Residual Parts Profit to Commercial Entities.’’ 

• Sale of Parts to Marketing Companies; Marketing companies purchase parts from 
P&SS at an 11% discount off Area D/N. For non-US marketing companies, local 
D/N is converted to a factor to yield the equivalent discount off US D/N.“ The 11% 
discount from Area D/N is applied to all marketing companies, and is intended to 
cover the local marketing company's sales variance, operating expenses^' and a 4% 
return on sales. 

• Purchase of Parts from Manufacturing Facilities; P&SS purchases parts from 
manufacturing facilities, or from third party vendors. Parts acquired from 
manufacturing facilities are purchased at different prices depending on the type of 
parts: 


’*See section 3 below for discussions of the intercompany pricini of production components. 

'^For details, see Exhibit 111-2. 

^The parts inventory and invoicing system is not set op to handle different Area D/Ns, so aii intercompany 
prices are set as a percentage of US D/N. 

''Estimated as 4% for sales variances and 3% for marketing expenses. 
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• If the part is a " worked part* * (manufactured in a Cat facility), P&SS purchases 
the part at the establidicd intercompany price for that part when sold as a 
"production component. As described in more detail below, production 
components are sold inter-plant at maricet-based prices, based on quotes from 
independent sigipliers. Therefore, if a replacement part purchased by P&SS is 
identical to a part used as a production component, the market-based production 
component price is used as the P&SS acquisition price. 

• If the part is a "purchased finished " part (acquired by a Cat manufacturing 
facility directly from a simpUer, and then shipped to a replacement parts 
warehouse), P&SS purchases the part from the manufacturing facility at the 
factory's acquisition cost, without a markup. P&SS then pays a procurement fee 
to the manufacturing facility for its procurement services,-^ 

Compensation to P&SS for its fanctions: P&SS incurs e^qjeitses in managing the 
rqjlacement parts system, including principally the operating costs of the warehouses 
and the P&SS headquarters in Morton (including a world-wide computer system for 
managing the inventory). Out of the gross margin earned from buying the parts from 
the facilities, and selling the parts to the marketing entities, P&SS earns a fee 
calculated as its direct operating costs plus 10% of the "enterprise profit" earned on 
the sale of the parts.^ As P&SS is a division of Cal Inc, a US entity, this share 
remains part of the taxable income of Ot Inc. 

Distribution of Parts Residual Profit to Commercial Entities: After paying the 
P&SS fee, the residual profit is allocated to the commercial entities responsible for 


“This procedure happened in the COSA division in 1994. In future years, Cat Inc. (P&SS) will purchase 
finished parts directly from the vendor for resale to the marketing cwnpanies. 

“See Exhibit III-2 for details. 
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6. Manufacturing operations . With more than 20 plants around the world and virtually all of its 
revenues derived from the sale of manufactured goods, manufacturing operations are a critical 
activity. At the same time, given the responsibility wthin "commercial entities" for overall strategy, 
technology, manufacturing process design, and cost control, manufacturing operations themselves 
are best viewed as essential functions that, nevertheless, would command a "normal" manufacturing 
return if carried out by an unrelated contractor. 

7. Quality control . Quality control, too, is important, but the entrepreneurial aspects of quality 
control at Caterpillar are found in product design and manufacturing process design. Quality control 
operations are a "routine" manufacturing function. Daily responsibility for quality control rests with 
the commercial entities and manufacturing companies. 

8. Parts distribution . Parts distribution is one of Caterpillar's most important competitive advantages 
in the marketplace. Caterpillar’s guarantee to deliver parts anywhere in the world on very short 
notice enables it sell more machines, since customers know that they will not be idled long by 
missing parts. The parts distribution function at Caterpillar is very closely associated with the 
marketing functions because of its strategic importance in sales and aftermarket services. 

Caterpillar operates a network of parts distribution centers, parts depots, and other parts facilities 
around the world. Parts distribution, and ownership of parts facilities rests principally with the 
marketing companies. The major parts distribution center is located at Morton, Illinois, which is part 
of Cat Inc. The two other major parts distribution centers belong to COSA and COSA-Sing. COFA 
maintains a large parts depot. 


c. Marketing Functions 


Caterpillar does not market and sell directly to end users, but is rather like automotive companies 
that sell to unrelated dealers, who in turn sell to the customer. Thus, Caterpillar’s marketing 
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operations, as distinct from marketing strategies, are mmnly focused on ways of developing and 
supporting its dealer network so that dealers can sell more. 

1. Market development . Market development fimctions are aimed at the establishment, 
maintenance, and nurturing of Caterpillar’s dealer network. Introduction of product improvements, 
new products, or expansion to new market areas or classes of end customers are also market 
development functions, in conjunction with dealers. 

Cat Inc. has the largest role with regard to market and dealer development, since 1 ) it has the largest 
single market, 2) it was the originator of the basic marketing systems and concepts, and 3) it 
continues to be involved with the development and oversight of worldwide marketing programs and 
approaches. The marketing companies also have major responsibility for market development; in 
fact, this is their primary responsibility, 

2. Pricing . Pricing has both strategic and tactical components. The strategic economic choice of 
trading off margins for sales volumes is one that Caterpillar has faced often in recent years, 
especially in certain product lines and geographical markets. On a micro level, adjustments to 
pricing may be required to meet local or temporary market conditions, to establish prices for product 
improvements, or to help dealers in competitive situations. 

The "commercial entities" are responsible for worldwide pricing policy for their respective product 
lines, in conjunction with local market knowledge contributed by the marketing companies. Cat Inc, 
Cat Belgium, Cat France therefore have predominant roles in establishing pricing policies. 

3. After sales service . Caterpillar's after sales service, which includes supporting dealers in the 
servicing of equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Caterpillar's role in after-sales service includes developing servicing procedures 
and standards, technical manuals, technical support and training for dealers, and warranty support. 
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The dealer network and parts distribution are the two keys to after-sales service. Since the marketing 
companies are responsible for both, they have responsibility for this important entrepreneurial 
activity. Cat Inc., as the designer of the system and owner of the Morton parts center, has the 
greatest strategic role. COSA, COSA-Sing, and COFA undertake substantial activities in this area. 

4. Marketinp Operations . Caterpillar performs a variety of marketing programs, both at a general 
corporate level and in cooperation vrith its dealers. For example, Caterpillar marketing companies 
advertise directly (and join with dealers in cooperative advertising) develop marketing programs, and 
conduct marketing education for its dealers. The marketing companies (including Cat Inc.’s NACD) 
all have complete day-to-day responsibility for marketing. 

5. Sales . With the exception of certain kinds of sales such as those to some government financing 
programs, Caterpillar does not generally sell directly to end users. However, Caterpillar sales 
representatives vril! make joint sales calls with dealers when needed and when the size or importance 
of the prospective sale warrants. 

Actual sales to dealers, as well as the occasional sales to end users, are of course arranged 
predominantly by the marketing companies, including NACD in Cat Inc. In addition, the 
manufacturing companies make sales to dealers in their own countries. When manufacturing 
companies sell directly to dealers, whether in their own country or another, they pay a 5 percent fee 
to the relevant marketing company as compensation for the services that the marketing company 
provides. 

6. administration . Maintaining Caterpillar's dealer network requires significant day-to-day 
effort including visits to dealers by Caterpillar field staff. Providing support to dealers in the area 
of financial management and financing, for example, are important activities in the overall marketing 
scheme. 
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All companies with marketing responsibilities are actively involved in dealer administration. These 
include Cat Inc. and the three principal marketing companies. 
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Exhibit m.? 
page 5 of IS 


PARTS PROFIT RECIPIENTS 


MARKETING: 

CACO CFEL 

CBSA COFA 

ENGINE DIVISION 

MANUFACTURING PLANTS: 

. ALL US MFG PLANTS 
ALL SUB MFG PLANTS 

COMPONENT PROFIT CENTERS: 
CHEM PRODUCTS 
HYDRAULICS 


PORTION 
OF TOTAL 
4% 

COSA 

NACD 

CIPI 

3 % 


4% 

TRANSMISSIONS 

UNDERCARRIAGE 


ENGINE DIV (for captive engines) 


COMMERCIAL ENTITIES: 1 6 % 

44 PRODUCT GROUPS 


P&SS 3 % 

TOTAL 30% 
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ptge 9 or 15 


PARTS PROFIT DISTRIBUTION 


RULES FOR SHARING RESIDUAL PROFIT BETWEEN 
COMPONENT PROFIT CENTERS AND COMMERCIAL ENTITIES 


PURCHASED PART 

WORKED PART 

COMPONENT 

COMPONENT 

PROFIT COMMERCIAL 

PROFIT COMMERCIAL 


TYPE OF PART 

CENTER 

ENTITY 

CENTER 

ENTITY 

CHEMICAL PRODUCT 

60% a) 

40% 

0% b) 

100% 

HYDRAULIC 

60% a) 

40% 

0% b) 

100 % 

TRANSMISSION 

60% a) 

40% 

0% b) 

1 00 % 

UNDERCARRIAGE 

20% a) 

80% 

0% b) 

100% 

ENGINE 

- CAPTIVE 

80% 

20% 

80% 

20 % 

- COMMERCIAL 

0% 

100% 

0% 

100% 

ALL OTHER 

0% 

100% 

0% 

100% 


Comments: 

a) Identification of purchased part for which component profit center receives a % of 
residual profit is done by design control. 

b) Component profit center obtains its profit in the transfer price to P&SS 
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P&SS, a division of Cat Inc. The major parts distribution center is located at Morton, Illinois, 
which is part of Cat Inc. The two other major parts distribution centers are part of COSA 
(located in Grimbergen, Belgium) and COSA-Sii^ (located in Singapore). COFA maintains a 
large parts depot. In these non-US parts facilities, tiie inventory is controlled by P&SS, although 
it is owned for legal purposes by the marketing companies. The intercompany price for the sale 
of spare parts from P&SS to the marketing companies includes a component for the interest costs 
of the marketing companies’ ownership of the parts. 

c. Marketing Functions 

Caterpillar does not market and sell directly to end users, but is rather like automotive companies 
that sell to unrelated dealers, who in turn sell to the customer. Thus, Caterpillar's marketing 
operations, as distinct from marketing strategies, are mainly focused on ways of developing and 
supporting its dealer network so that dealers can sell more. 

1. Market Development . Market development functions are aimed at the establishment, 
maintenance, and nurturing of Caterpillar’s dealer network. Introduction of product 
improvements, new products, or expansion to new market areas or classes of end customers are 
also market development functions, in conjunction with dealers. 

Cat Inc, has the largest role with regard to market and dealer development, since 1) it has the 
largest single market, 2) it was the originator of the basic marketing systems and concepts, and 3) 
it continues to be involved with the development and oversight of worldwide marketing 
programs and approaches. The marketing companies also have major responsibility for market 
development; in fact, this is their primary responsibility. 

2. Pricing . Pricing has both strategic and tactical components. The strategic economic 
choice of trading off margins for sales volumes is one that Caterpillar has faced often in recent 
years, especially in certain product lines and geographical markets. On a micro level, 
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adjustments to pricing may be required to meet local or temporary market conditions, to establish 
prices for product improvements, or to help dealers in competitive situations. 

The "commercial entities" are responsible for worldwide pricing policy for their respective 
product lines, in conjunction with local market knowledge contributed by the marketing 
companies. Cat Inc., Cat Belgium, Cat France therefore have predominant roles in establishing 
pricing poUcies. 

3 , After Sales Service . Caterpillar's after sales service, which includes supporting dealers in 
the servicing of equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Caterpillar's role in after-sales service includes developing servicing 
procedures and standards, technical manuals, technical mpport and training for dealers, and 
warranty support. 

The dealer network and parts distribution are the two keys to after-sales service. The marketing 
companies have responsibility for the dealer network, while P&SS performs the primary 
management activity for the parts distribution network. Cat Inc., as the designer of the system 
and owner of the Morton parts center, has the greatest strategic role, COSA, COSA-Sing, and 
COFA undertake substantial activities in this area. 

4 . Marketing Onerations . Caterpillar performs a variety of marketing programs, both at a 
general corporate level and in cooperation with its dealers. For example, Caterpillar marketing 
companies advertise directly (and join with dealers in cooperative advertising) develop 
marketing programs, and conduct marketing education for its dealers. The marketing companies 
(including Cat Inc.'s NACD) all have complete day-to-day responsibility for marketing. 
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it is owned for legal purposes by the marketing companies. The intercompany price for the sale 
of spare parts from P&SS to the marketing companies includes a component for the interest costs 
of the marketing companies’ ownership of the parts. 

c. Marketing Functions 

Caterpillar does not market and sell directly to end users, but is rather like automotive companies 
that sell to unrelated dealers, who in turn sell to the customer. Thus, Caterpillar's marketing 
operations, as distinct from marketing strategies, are mainly focused on ways of developing and 
supporting its dealer network so that dealers can sell more. 

1. Market Development . Market development funcdons are aimed at the establishment, 
maintenance, and nurturing of Caterpillar’s dealer network. Introduction of product 
improvements, new products, or expansion to new market areas or classes of end customers are 
also market development functions, in conjunction with dealers. 

Cat Inc. has the largest role with regard to market and dealer development, since 1) it has the 
largest single market; 2) it was the originator of the basic marketing systems and concepts; and 3) 
it continues to be involved with the development and oversight of worldwide marketing 
programs and approaches. The marketing companies also have major responsibility for market 
development; in fact, this is their primary responsibility. 

2. Pricing . Pricing has both strategic and tactical components. The strategic economic 
choice of trading off margins for sales volumes is one that Caterpillar has faced often in recent 
years, especially in certain product lines and geographical markets. On a micro level, 
adjustments to pricing may be required to meet local or temporary market conditions, to establish 
prices for product improvements, or to help dealers in competitive situations. 

The "commercial entities" are responsible for worldwide pricing policy for their respective 
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product lines, in conjunction with local market knowledge contributed by the marketing 
companies. Therefore, Cat Inc., Cat Belgium, and Cat France have predominant roles in 
establishing pricing policies. 

3. After Sales Service . Caterpillar’s after sales service, which includes supporting dealers in 
the servicing of equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Caterpillar's role in after sales service includes developing servicing 
procedures and standards, technical manuals, technical support, training for dealers, and warranty 
support. 

The dealer network and parts distribution are the two keys to after sales service. The marketing 
companies have responsibility for the dealer network, while P&SS performs the primary 
management activity for the parts distribution network. Cat Inc., as the designer of the system 
and owner of the Morton parts center, has the greatest strategic role. COSA. COSA-Sing, and 
COFA undertake substantial activities in this area. 


4. Marketing Operations . Caterpillar performs a variety of marketing programs, both at a 
general corporate level and in cooperation with its dealers. For example, Caterpillar marketing 
companies advertise directly (and join with dealers in cooperative advertising), develop 
marketing programs, and conduct marketing education for its dealers. The marketing companies 
(including Cat Inc.’s NACD) all have complete day-to-day responsibility for marketing. 

5. Sales . With the exception of certain kinds of sales such as those to some government 
financing programs, Caterpillar does not generally sell directly to end users. However, 

Caterpillar sales representatives will make joint sales calls with dealers when needed and when 
the size or importance of the prospective sale warrants. 

Actual sales to dealers, as well as the occasional sales to end users, are of course arranged 
predominantly by the marketing companies, including NACD in Cat Inc. In addition, the 
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manufacturing companies may in some instances make sales to dealers in their own countries. 
When manufacturing companies sell directly to dealers, whether in their own country or another, 
they pay a 5 percent fee to the relevant marketing company as compensation for die services that 
the marketing company provides. 

6. Dealer Administration . MaintMiiing Caterpillar’s dealer network requires significant day- 
to-day effort including visits to dealers by Caterpillar field staff. Providing support to dealers in 
the area of financial management and financing, for example, are important activities in the 
overall marketing scheme. 

All companies with marketing responsibilities are actively involved in dealer administration. 
These include Cat Inc. and the three principal marketing companies. 
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The original purpose of these international operations was to overcome barriers such as 
foreign exchange shortages, tariffs, import controls, and other difficulties in supplying 
replacement parts to customers. Later, manufacturing plants were established to enable 
Caterpillar to provide prime products to users in all parts of the world. 

In addition to these manufacturing operations, marketing subsidiaries were also 
established to market product and to provide product support outside the United States. 
Cat marketing companies distribute Cat products - both prime product and replacement 
parts - through a network of independent dealers. As a general rule, there is one dealer 
per country, and each dealer has an exclusive territory. 

Cat’s dealers have been associated with Caterpillar products for an average of 
approximately 50 years. This longevity of the commercial relationship is considered by 
Cat to be a very important business advantage. Cat bebeves that critical aspects of its 
dealers - aspects that give Cat marketing companies a competitive advantage over their 
competitors - include the dealers’ financial strength and size; their physical presence 
(e.g., the Gernian dealer has over 40 branch locations in Germany); the capabUities of 
their sales force, technicians, and engineers; their loyalty to Caterpillar; and their 
stability, as reflected in the longevity of the dealerships. 

Caterpillar dealers earn revenue from three interrelated activities: prime product sales, 
replacement parts sales, and service sales. 

The remainder of this chapter describes in greater detail: the types of entities that have 
evolved within Cat, the entities tested in this report, and the transactions under review. 
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B. Summary of Entities 

1. Principal Types of Entities 

Caterpillar operations are organized into various entities. Each entity can normally be 
characterized as containing entrepreneurial activities, marketing activities, or supplier 
factory activities, or any combination thereof. Below is a description of each primary 
type of entity. 


a. Entrepreneurial 

Entrepreneurs either own the intangibles used to manufacture product or they license the 
intangibles employed from another Cat entity.^ Entrepreneurial entities have primary 
responsibility for developing and implementing product strategy for their designated 
product lines. This responsibility includes: design of the product to meet market 
demands, responsibility for manufacturing product, and (jointly with the relevant 
marketing company) developing a marketing strategy including the establishment of 
prices in each of the primary markets around the world. Entrepreneurial entities are 
responsible for the manufacture of their products, either directly in their own 
manufacturing facilities or through supplier relationships with other Caterpillar facilities. 

Entrepreneurial entities are charged with designing and manufacturing products at the 
lowest cost, and positioning sales in the market at the highest price and volume, in order 
to maximize profits of the entrepreneurial entity. 

b. Marketing Companies 

Caterpillar marketing entities maintain dealer relationships, purchase product from 


* All research aod development exposes are borne by the technology owner. 
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The entrepreneurial entities have primary responsibility for setting Caterpillar's market 
strategy for their products. Cat Inc. has the primary responsibility for market strategy for 
products manufactured in Cat Inc. factories. Similarly, Cat SARL has a major role in 
setting market strategy for products manufactured by Cat Belgium and Cat France. Cat 
SARL also is engaged in establishing market strategy for its product lines. The marketing 
companies, too, play a role in setting market strategy for their territories, especially with 
regard to advertising, marketing, and dealer relationships. 

For example, Cat SARL is responsible for determining market strategy in its region. Cat 
SARL evaluates competitors and competitor offerings in each of the countries in its 
territory and uses this information to set local area prices, dealer promotions, advertising 
goals, and product positioning. Cat SARL also evaluates dealer operations, including 
equipment sales, part sales, and after-sales service. Cat SARL assists dealers in 
determining which parts of their businesses to emphasize and market to customers. 

Market Development . Market development functions are aimed at the estabKshment, 
maintenance, and nurturing of Cateipillaris dealer network. Expansion to new market 
areas or new classes of end customers are also market development functions, in 
conjunction with dealers. 

The marketing companies (including Cat Inc. for the US market) have the primary 
responsibility with regard to market and dealer development. Cat SARL, for example, 
has both local area representatives, who are responsible for maintaining local dealer 
relationships, and product groups, which contain experts on products and competitors. 
The local area representatives directly assist dealers with dealer-specific issues such as 
assistance on sales calls, delivery or service issues, and communication of Caterpillar 
objectives. The product groups provide expertise on specific product issues such as 
highlighting technical differences between Caterpillar and competitor products or 
providing detailed advice on which products are most appropriate for specific 
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applications. Cat S ARL also supports a sales and demonstration facility in Malaga, Spain 
where dealers may bring their customers to observe Caterpillar equipment in action. 
Approximately 150-200 customers per day visit the Malaga facility. 

Pricing . Pricing has both strategic and tactical components. The strategic economic 
choice of trading off margins for sales volumes is one that Caterpillar has faced often in 
recent years, especially in certain product lines and geographical markets. On a micro 
level, adjustments to pricing may be required to meet local or temporary market 
conditions, to establish prices for product improvements, or to help dealers in competitive 
situations. 

The entrepreneurial entities are responsible for worldwide pricing policy for their 
respective product lines, in conjunction with local market knowledge contributed by the 
marketing companies. Therefore, Cat Inc. and Cat SARL have predominant roles in 
establishing pricing policies. 

The marketing companies also have input into their local area dealer net prices. Cat 
SARL, for example, can recommend a change to base prices in certain countries widi 
significant competitive price pressures or unusual market conditions. Any base price 
changes, however, have to be approved by the entrepreneurial endty responsible for the 
product. Alternatively, Cat SARL may decide to offer promotional pricing or 
merchandising programs; these discounts are reflected as Cat S ARL’s sales variance. 

Marketing and Sales Operations . Caterpillar performs a variety of marketing programs, 
both at a general corporate level and in cooperation with its dealers. For example, 
Caterpillar marketing companies advertise directly (and join with dealers in cooperative 
advertising), develop marketing programs, and conduct marketing education for its 
dealers. The marketing companies all have significant day-to-day responsibility for 
marketing. 
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With the exception of certain kinds of sales such as those to some government financing 
programs and some direct engine sales to large manufacturers. Caterpillar does not 
generally sell directly to end users. However, Caterpillar sales representatives will make 
joint sales calls with dealers when needed and when the size or importance of the 
prospective sale warrants. 

Actual sales to dealers, as well as the occasional sales to end users, are of course arranged 
predominantly by the marketing companies. In addition, the manufacturing companies 
may in some instances make sales to dealers in their own countries. When manufacturing 
companies sell directly to dealers, whether in their own country or another, they pay a 
commission to the relevant marketing company as compensation for the services that the 
marketing company provides. 

Dealer Administration and After-Sales Service . Maintaining Caterpillar's dealer network 
requires significant day-to-day effort including visits to dealers by Caterpillar field staff. 
Providing support to dealers in the area of financial management and financing, for 
example, are important activities in the overall marketing scheme. 

All companies with maiketing responsibilities are actively involved in dealer 
administration. These include Cat Inc. and the three principal marketing companies. 
Caterpillar's after sales service, which includes supporting dealers in the servicing of 
equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Caterpillar’s role in after sales service includes developing servicing 
procedures and standards, technical manuals, technical support, training for dealers, and 
warranty support. 

The dealer network and parts distribution capabilities are the two keys to after sales 
service. The marketing companies have responsibility for the dealer network and manage 
the replacement parts distribution warehousing and activities in their regions. Cat SARL, 
Cat SARL-Sing, and CofA also employ parts maiketing specialists for their regions. 
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Specific dealer development activities undertaken by Cat SARL, for example, include 
installation and training on dealer information systems; dealer process improvement 
assistance (consulting and best practices advice on sales, parts, service, toots, etc.); and 
dealer business and financial assistance (reviewing dealer business plans and financial 
results, benchmarking dealer results against established standai'ds, making 
recommendations to improve dealer efficiency and profitability, sharing new business 
opportunities, etc.). 

Parts Distribution . Parts distribution is one of Caterpillar's most important competitive 
advantages in the marketplace. Caterpillar's guarantee to deliver parts anywhere in the 
world on very short notice enables it to sell more machines, since customers know that 
they will not be idled by missing parts. The parts distribution function at Caterpillar is 
very closely associated with the marketing functions because of its strategic importance 
in sales and aftermarket services. 

Caterpillar operates a network of parts distribution centers, and other parts facilities 
around the world. The major parts distribution center is located in Morton, Illinois, 
which is part of Cat Inc. Other major parts distribution centers are part of Cat SARL 
(located in Grimbergen, Belgium) and Cat SARL-Sing (located in Singapore). CofA also 
maintains a distribution center. In these non-US parts facilities, the inventory is typically 
owned by the marketing companies. 

Marketing companies acquire replacement parts from two sources, Cat Inc. and Cal 
SARL. Parts manufactured in Caterpillar factories (“worked parts”) in the U.S. and in 
non-European factories (e.g.. Cat Mexico and Cat Brasil) arc sourced by Cat Inc. Parts 
acquired for third party vendors (“purchased finished parts”) are sourced by Cat SARL. 
Worked parts destined for sale in the EAME region are sourced by Cat SARL. Tliis latter 
category includes worked parts produced by Caterpillar’s European facilities (Cat 
Belgium, Cat France, and others). 
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Cat SARL pays a license fee and various service fees to Cat Inc. related to the purchased 
finished and European worked replacement parts business. 

b. Marketing Risks 

Inventory Risk. Inventory risk for finished product remains for a limited period of time 
with the marketing companies, who hold title only for the time in transit from the factory 
to the dealer. The factories have minimal inventory risk for finished product since 
assembly for most product is usually based on dealer orders. Inventory risk for 
replacement parts rests entirely with the marketing entities, who own the fmished parts 
inventory for their teixitories. 

Foreign Exchange Risk (See 1.2.4 above.) The foreign exchange risk for the marketing 
operations rests with the marketing companies. Marketing companies hedge their 
exchange rate exposure on an annual basis against changes in local currencies vs. the US 
dollar. Most marketing companies purchase in US dollars from related entrepreneurial 
companies. 


c. Marketing Assets 

Name. Caterpillar's name and reputation have worldwide recognition. Caterpillar has 
promoted its name and related trademarks, logos, etc. and defended them as necessaiy. 
Development and maintenance of the Caterpillar name, and related trademarks, are 
performed, or paid for, by Cat Inc. and Cat Inc. owns all rights thereof. 

Established Dealer Network The foreign marketing companies hold the dealer contracts. 
Caterpillar has a network of worldwide dealers that provide sales and service support to 
customers. 
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Cat Inc., with assistance from the foreign marketing companies, spends significant 
resources in supporting and improving the dealer network, through sales and service 
training, dealer administration support, financial advice, and other programs. 

The marketing companies are primarily responsible for maintaining the dealer 
relationships that form the basis of the dealer n^woik. As detailed above, the marketing 
companies provide dealer services that range from market strategy and market 
development to specific business and financial assistance to dealers. Furthermore, the 
marketing companies receive dealer feedback and work in cooperation with the dealers in 
order to obtain current market, product, and customer information. In the FAME 
territory, for example. Cat SARL has dedicated significant resources to dealer 
development and relationship building. As a result, the average length of a dealer 
relationship in the EAME territory is more than 45 years and dealer turnover is rare. 


E. Conclusion and Characterization of Entities 

Based on the information gathered during our functional analysis, we have characterized 
each entity. Below is a description of our characterization. In addition, we specify which 
entities have been selected as tested parties. 

1. Entities with Combined Manufacturing and Marketine Functions 

a. Cat Inc. 

Cat Inc. is the parent company and is the most complex entity. Cat Inc. operates as an 
entrepreneur, a marketer and an intangible owner. Cat Inc. is the parent company of the 
global enterprise. Since Cat Inc. is the most complex Cal entity it was not selected as a 
tested party in this report. 
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b. Cat SARL 

Cat SARL is also a complex entity. Cat SARL operates as an entrepreneurial entity, a 
marketer and a supplier factory. Although C^ SARL is a complex entity, it is a simpler 
entity than Cat Inc. As a result, we have selected Cat SARL as the tested party for 
transactions between Cat Inc. and Cat SARL. In Chapter III we will test Cat SARL’s 
results against the results of a set of independent European manufacturers. 

2. Marketers 

a. Cat SARL-Singapore 

Cat SARL-Singapore is a marketer and will be tested in Chapter IV against a set of 
independent Asian distributors. 

b. CofA 

CofA is also a marketer and will be tested in Chapter V against a set of independent 
Australian distributors. 

3. Manufacturers 


a. Cat (UK) Ltd. 

Cat (UK) Ltd. is a supplier manufacturer for both Cat Inc. and Cat SARL. Cat (UK) 
Ltd’s compensation from Cat SARL and Cal Inc. is based on the same formula. 
Accordingly, in Chapter VI we have tested Cat (UK) Ltd.'s results in total against the 
results of a set of independent European manufacturers. 
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Migration and Deferral 

Recharacterize and Increase Parts Profits Earned by C OSA 


Changes Proposed 

• COSA and COSA-Singapore purchase 
replacement parts directly from third-party vendors 
and from CAT facilities. 

• COSA and COSA-Singapore pay fees (P&SS) 
end royalties (MCF) to CAT inc. 

• increase profit to Marketers to recognize valuable 
dealer contributions. 

• Convert COSA-Singspcre to corpxaration for 
Singapore tax purposes. 



Year 1 Benefits 

• COSA and COSA-Singapore's 
purchased finished parts income is 
increased and recharacterized as 
non-Subpart F income. 

• COSA benefit; S15 million. 

• COSA-Singapore benefit: S10 million 

• FSC berwfits for suppliers identified. 


Risk Adjustments 

• Change from historical transfer pricing melhoddogy. 

• Minimal U.S. PE exposure, 

• No taxable outbound transfer. , 

• Futi inclusion avoided by increasing marketing profit 

• LIFO recapture tax and increased cost of any future 
LIFO liquidations. 

• Coordinate with Swiss Technology Company plannirig. 


Operational issues 

• Supplier receives multipie purchase orders. 

• Supplier issuos invoices to each marketing company. 

• Service agreement and license agreement needed 
between COSA, COSA-Singapore and CAT inc. for 
P&SS and payment of MCF, 

• TrueHJp transactions; Intercompany sales transaction 
is required to reallocate incoming parts upon delivery. 

• Belgium and France must repiaoe tost MCF to retain 
prolitability (see page 12). 

• Develop systems to detemiine and pay fees/ royalties 
to CAT Inc. 


Su&jwt (0 AKcvn*)' OlenI todW- Wart Product Prt/llt(f» 
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SOLUTION 1 : CAT INC OUT OF CHAIN 

REPORT TEMPLATE CURRENT DRAFT as of 21-Dee-9a 10:32 AM 

Page 2 of 4 


E. Sfructure Diagrams 
Before 


After 


Royatty^Fees Inci PRM 



F. Key Facts erfd Assumptions 

1 . Purchasing agents at Morton can {saua e purchase order to a supplier on behalf of Cat Inc 
end {up to three other) purchasers 

2. Vendors will receive up to four purchase orders (Inc, COSA, COSA-SIng, and eventually 
CACO). Shipment may be to Morton for all four shipments. Morton consolidates and 
ships to Grfmbergen and Singapore. 

3. COSA and COSA-Slng pay fee to Cat Inc (P&SS) for parts procurement, and for 
management of parts s^em. Fee calcuiatad as 18% of parts sales (less any local 
expenses at Qrtmbergen and Singapore) 

4. COSA and COSA-SIng pay Market Creabon Fee to Cat Inc. Get Inc then pays out a 
portion to Cat Belgium and Cat France (and any other non-US conmerclal entitles); and 
retains the balance in Cat tnc. Fee esUmated at approx 20% of sales. 

5. Coordinate with parts structure contempteted for Swiss Technology Company 


Q. Technical Tax Issues (from 1 1/23 mtg In Roeemont) 

1 . Commingling (954, 956, LIFO) 

1.1. Qreg Palmer; write-v^ needed for luling oo UFO 

1.2. Wayne Jennen write up needed on risk memo (954) 

1.3. Operational changes (Quinn) 

1.3.1. defer title until specific identificatian is possible and LIFO issue 

1.3.2. system changes, eg 2parchBse orders 

2. State Issues: nexus because of inventoiy for White 

3. GsaracterofFaymeotsbacktoCat 
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SOLimON 1 : CAT INC OUT OF CHAIN 

REPORT TEMPLATE CURRENT DRAFT as of 21-09098 10:32 AM 

Page 3 of 4 

3.1. Deductible in Swiss? WiAhoIding m Swiss? McDo^d/Quiiiii 

4. Swiss Rate: McDonald /Quinn 

5. 70/30: Brent EspliiwMcGill 

6. US Pensancst Establiahnaaat 

6.1. puTchasingi^ciraging/painting: Sandra McGill 

7. UFO {$l23in OK?) see Palmer 

8. Defier title passage from suppliers [mitigates LIFO issue?] 

9. 367tntnsfi^ Valnablesupply contracts transferred (no, since under Solution 1 we pay oil income 
bade above a routine immme) 


H. Benefits QuantlRcatlon/ Risk analysis 

1 . See attached 4-page model (COSA Current + Vision, COSA-SIngapore Curent Vision) 

2. Tax rate savings for COSA: 

COSA from US: 9.6% vs 29% current Benefit ~ 19.4% 

COSA from other 9.6% vs 65% currmt Benefit » 25.4% 

Combined COSA rate benefit' 19.9% 

Query, should we be Including o US state tax rate fo reflect state taxation of 
subpart F? 

3. Tax rate savings for COSA-Singapore (to be confirmed) 

COSA-Singfrom US: 14% vs 29% current. Benefit =15% 

COSA-SIng from other 14%vs35%cunBnt B6nBfit = 21% 

Combined COSA-SIng rate benefit 16.1%: 

Query should we be Including a US state tax rata to reflect state taxation of 
subpart F? 



COSA 

COSArSING 

1 . US source (Cat Inc) 

$21. 9m 

Sll.Om 

2. Europe source (Cat HE) 

$1.3m 

n/a 

3. SCM Source 

$0.9m 

$2.4m 

Total Migration 

$24.1 m 

$13.4m 




Tax Rate Differential 

19.8% 

16.1% 

Total Savings 

$4.6m 

$2.2m 








I. Detailed Impact on Tax Filing 


J. Operational Issues 

1 . Detwmlne commingled Inventory vs. P&SS as purchasing agent for COSA * others 

2. Reallocate bictxnlng parts on arrlva] @ Morton {i.e. antic^ated allocation at time of 
purchase may not reflect needs at time of arrival 

3. Need license agreement? for COSA to out PRM as license fee 


K. Timeline to Implementation 


CONFIDENTIAL 


PWC-CAT-0C0C2977 


Confidential Treatment Requested by PwC 


PwC PSI CAT 00001409 




362 


I 

I 

I 

I 

I 

I 

I 

I 

I 

I 


SOLUTIONS: RECOGNIZE PROFFT ASSOCIATED WTIH MARKEHNG 

IMPORT TEMPLATE CURRENT DRAFT as of 21^Dec^ 10:33 AM 

Page 1 of 3 


A. Team Responsible: 

GPAtaam 

B. Countries Potentially Impacted: 

United States 

Switzerland 

SIrrgapore 

C. Solution Description: 

1 . Recognize that the current profit allocation fa* the mailceters underccKnoensates them for 
their valuable contri^utlone to the overait profit of the tMisiness. 

2. Increase parts profit allocation to marketers to reflect: 

valuable marketing totangiblea: dealer n^ork created by nrarketlng companies, 
service support by dealers & marketing company 
creation of parts base of Instated equipment 


D. Solution Benefits and Costs 

1 . Migrate profits from Cat inc to low-tax marketing companies 

2. Increase in Profits: $70 mlllton In COSA, $S3 million to COSA-SIngapore 

3. Tax savings, atlributoble to increase In proffls on non-Subpart F parts: $6u6 mOlion 
(COSA), $4.1 million COSA-SIngepore. 

4. Risk: change from current Intercompany pricing method and documentatkxr. For best 
resutts, combine vrito Solution 3 and charge product managers (at least partially) to COSA 
and COSA-Sing. 


I 

I 


E. Structure Diagrams 
Before 


I 

I 

I 

i 

I 


F. Key Facts and Assumptions 

1 , The marketing companies have created a significant Intangible: ownership of the deal^ 
network, and the value therefrom. 

2. Custcsners (end-users) who buy Cat machines Instead of conp^ltom', do so because of 
the service they receive from dealers: quidc turnaround of service and spare parts, dealer 
service to customer. This quid( turnaround Is a function of COSA getting parts to the 
deal^ within 24 hours, and COSA's trainsig of the dealer In servicing Cat machines. R Is 
the marketing company (e.g. COSA), whldi has trained the deal^. 


I 
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SOLUTION 2: RECOGNIZE PROFIT ASSOCIATED WTTN MARKETING 

REPORT TEMPLATE CURRENT DRAFT as of 2f'Dec>98fO.*23 AM 

Page 2 of 3 

3. Tho field popdatlon of existing machines leads to replacement parts sales. The 
marketing companies are rasponsible jobilty v^th the product manufacturers for having 
create the Inst^ed base. 

4. Assumptton: There is arm's Imgth evidence of Original Equipment Manufachireis 
allowing fliird parties to take over the r^tacement parts business. 


G. Technical Tax issues 

1. Is there a 367fd> oifeound trarrsfer of intenalbles ? Arrmablv not at least In solution 2. 
b^use we are Jist recognbdng that tiie cxirmrt interco price undercomf^setes COSA svi 
other marketers. We're not transferring an IrkangtUe, are Just recxrgnlzlr^ an Intangible 
they had already. In addition, our method of ceiculaUng the amount of Incre^ed profit to 
COSA is allowing COSA to earn up to tite top of tiie arm’s length range on sales and 
distribution, tiius maskmg.tiie specific cafculation of the marketing intangibles at COSA. 

1.1. If no 367(d) transfer of Intangibles, then ti^ere Is no buy4n necessary. 

2. Issue of chanaino transfer priefna. and resuitifKi difference of US documentetion r eports: up 
through 1 998, we have cdraacterizad COSA (and other marketers) as routkie marketer. We 
have relied on conbrmity of /nenagement and legal books as one of our defenses. This 
will change, and our documentation reports wU rely on greater discussion of the value of the 
marketKS* contaibution (supported by additional external resbar^) 


H. Benefits Quantification / Risk analysis 

1. We are effectively more than doubling the profit on parts. Now we would have to test 
COSA and COSA-SIng on a combined basis (do not segregate madiines vs. parts). Our 
profit schedules of COSA and COSA-^ktg In the documentation reports should comtane 
machines wd parts. 

2. The Corr^arable Profit Method of tasting the profit on the foreign markets allows us 
soma ‘roorrf to increase profit at the marketers. For example, COSA earned 2.7% 
overedl in 1997 for parts and marlines p>yr average: 3.3%). The top of the Interquartile 
range is 5.1%. COSA could earn up to 5.1% on a combined basis and still be within the 
arm’s lengtii range. Incraasing the parts profit alone in 1 997 to edlow COSA to earn the 
5.1 % profit woiW mcreaso parts profit by $70.7 million. $33 mifllcm of which relates to 
pur^asetLfinlshed parts. The operating profit margin would Incrrass from 7.1 % to 
18.3%. 

3. Similarly, the COSA-SIngapore parts operating profit ma^to would increase from 8.1% to 
24.7%. (The Aslan comp«ablM range was sl^Iflcantly higher than the European 
oomparables.) COSA-Singapore's overaii operating profit was 4.2% In 1997 (3>yr 
average of S.7%], while the tc^ of toe interquartile range was 9.0%. Therefore, we.can 
Inaease COSA-Gtogs^xye's profit by $53 million, of which $26 mOHon would be 
attributable to pur^esed-finl^ed 

4. Tax Rate Savings: $10.7 million for COSA and COSAGIngapora. 

5. Sea Detailed Calculation Next Page. 


I 
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SOLUTION 2 : RECOGNIZE PROFIT ASSOCIATED WITH MARKETING 

REPORT TEMPLATE CURRENT DRAFT as of Zf-Dao-SS 10:33 AU 

Page 3 of 3 


I 


Errorl Not a valid link, 

i. Dataiied Impact on Tax Filing 


J. Operational issues 

1 . Wli! create different transfer prices fer leg^ vs. management books. 

2. Are we taldng too much profit from manufeclurers, especially from Belgium? 

Shifting $70 million in income to COSA wffi come out of the manufacturers’ Parts Residual 
Margin (Market Creation Fee). Risk that we are taldng so much profit from Belgium and 
France th^ their profit will fell too low. Some portion of this reduction will come from PRM 
earned by Belgium and France, with the b^anca from Cat Inc. h4eed to quantify reductloi 
In PRM earned by Belgium and France, vs. rediicfion in PRM suffered by Inc. Belgium 
earned $49m In PRM (84% of Its total profit), mostly from sales in COSA territory. 

(France earned $13m (35% of Its total profit), from COSA and other t^ritories (probably % 
COSA) 

3. If we are reducing Belgium and France’s (xofit too injch. th^ we need to consider makln 
Belgium and France as contract rTtanufacferers for COSA. (and also for Cat Inc as w^l, 
on sales from Belgium and France back to Cat trw.) Without PRM/MCF, Belgium and 
Franca would need to Increase their prime product price to the marketing companies, in 
that case, foe product management team at Belgium and France shoiid foen be charged 
on a service-fee basis to COSA and Cat Inc., and COSA would pay a royalty back to Cat 
Inc. (fofe Is e major modeling exercise that we have not started yet!) 


,||| K. Hmeline to Implementation 

1 

I 

I 

I 


1 

I 
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SOLUTION 3 : MARKETERS SHARE DESIQN COSTS 

REPORT TEMPLATE CURRENT DRAFT as of 2f-Dec-98 10:33 AM 

(Qiuck Larson’s draft of 1 1/23/98, put into Template fosoat) 

Page I of 3 


A. Team Responsible: 

GPA team 

B. Countries Potentially Impacted: 
United States 

Switzerland 


C. Solution Description: 

1 . COSA enters into a cost sharing arrangement (CSA) with Cat Inc. for the R&D associated 
with Intangibles that relate to c^in replac^r^ent parts. By sharing R&D costs (and 
paying any required buy-ins), COSA is entitled to exploit its Interests in the intangibles 
assigned to it under the arrangement There would be no need for COSA to pay other 
intangibles fees (I.e., market creation fee payments or license fees) to Cat Inc. 

2. Currently, COSA purchases replacement parts from Cat Inc. at transfer prices that are 
Intend to leave COSA wfto a “routlrra” profit for its marketing and distribution functions. Ail 
product intangibles are owned by Cat Inc., and the profit attributable to these intangibles 
accrues to Cat Inc. 

3. For this soluVon to work, do we have to combine Belgium end France irrto Contract 
Manutocturing? Should toe product managers al&o work tor COSA and COSASing? In 
this case, COSA becomes the ‘entrepreneurial menufacturer* tor Europe, and would pay 
a royalty to Cat Inc. 


D. Solution Benefits and Costs 

1 . By sharing R&D costs, COSA is entitled to e)q)!olt its interests In the intangibles assigned 
to it under the arrangement Costs for COSA include a timing disadvantage. COSA must 
contribute funds under the CSA, and most likely make buy>in payments to Cat Inc., before 
Its benefits (arising from exploiting Its intofests In the intangibles) are forthcoming. This 
timing disadvantage can be overcome torou^ sufridently profttabie sales of the parts. 


E. Structure Diagrams 
Before 


F. Key Facts and Assumptions 
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SOLUTIONS: MARKETEER SHARE DESIGN COSTS 

REPORT TEMPLATE CURRENT DRAFT as of 21-Dec-9a 10:33 AM 

(Chuck Lareon’s draft of 1 1/23/98, put into Tcnqjkte fisrmat) 

Page 2 of 3 

1 . P&SS appears to track parts (forecastirtg, scheduling, purchasing, shipping, Inventory 
levels) on a global basis with great amounts of detail. Thus, Information should be 
available to track COSA's sales of relevant parts. 

2. COSA can be an “eligible participant" in a parts CSA. This should be the case given that 
the cost sharing regulations do not contain an “active conduct rule". 


3. That parts only - and not the original equipment to which the parts relate, which were 
dev^ped simultaneously - can be In the CSA. This appears feasible, given the 
lectors that the regulations focus on, namely 1) that the cost be shared in proportion to 
the reasonably anticipated benefrts tiom mrplolting the Intangibles developed under the 
CSA, and 2) that there Is an appropriate “buy-^* for intangibles that exist as of the 
inception of the CSA and are shared through O^e CSA 

But consider Issue above — ifPRM shifted to COSA reduces Belgium and France profit 
too low, then we have to increase Belgium and France's profit, either through (1) 
Increasing transfer price tor prime product, or (2) converting Belgium and France into 
contract manufacturers. In this latter case, then COSA becomes the licensee for grime 
prodyc^as well as parts. 


Q. Technical Tax Issues 


H. Benefits Quantification / Risk analysis 

Quantitying benefits requires informatiordassumptlons on several issues Including those listed 

below: 

1 . Which parts are under the CSA (“covered part^ (all models of prime product? Worked 
parts and purchased finished parts? Current and non-current parts?) 

1 .1 . For purchased finished parts, one Idea here is that COSA's rights for a particular part 
would take affect at the time the purchased finished part becomes non-current. 

Then, COSA would fund any P&SS engineering pertaining to that part 

2. The rate at which (timing and volume), after the Inception of the CSA COSA begins to sell 
covered parts (P&SS and/or the business emits should be able to forecast the trs^ectoiy 
of future parts sales that is expected in relation to a new prime product that Is dev^oped 
today) 

3. The relevant amount of intangible development costs (probably not all Cat R&D, but a 
certain subset) 

4. COSA’s share of the Intangibles development costs (under the regulations this Is to be 
determined based on the CSA membwe’ reasonably expected operating profits through 
their exploitation of the developed intar>gibles) 

5. Projections of COSA's reasonably anticipated benefits fiom exploiting Its interests In the 
intangibles assigned to It under the CSA 
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Economic Analysis of Royalty Rates 
and Transfer Prices 


DRAFT 

International 

Competitiveness 


?! 


• For prime product transfer pricing, the transfer pricing policy utilized in recent 
years wi i! be cairied-over. Although the policy calls for the marketing 
company to earn a ROS equal to 2%, actual ROS results have been less than 
2%, as shown in the table below. 

- Tnis generates a prime producl-segmem ROS for S.ARL of 0.8%, 


S Mil, l•l■illu■ I'nHiiict .Segment -COSA Territory 


Sales 
COGS 
Gross Profit 
Operating Expenses 
Operating Profit 

Actual .1998 ffsuJts 

Octoher X 19P9 ' ’’ " tdNyi&eKTiALREO 



2,494 100% 

2.363 95% 

13.1 5.3% 

110 4.4% 

21 0 . 8 % 
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Economic Analysis of Royalty Rates 
and Transfer Prices 


International 

Competitiveness 


» For replacement parts, applying the proximate net profitability' 

differential ratio to the target prime product ROS of 2% provides a basis 


for an appropriate replacement parts ROS. 





LLSLi-iuilljffiis 

Sales 

712 100% 

COGS 

358 50®-;, 

Gross Profit 

354 50% 

Operating Expenses (tncl. roy.) 

229 52% 

Operating Profit 

125 is«, 

Basted OH 1999 Plait dala 



CONFIDENTIAL 


Pwr-r.AT.ivinn'SK-jK 




o^d 


CATERPILLAR INC. 



Enhancement 


I 


Private & Confidential 



P*C-CAT-00003365 








)nfideniiai Treatment Request^ by PwC 


371 


1 M H M 



w sm 

sm 
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Sales 

Net Pre-tax Maraln % 

Total U.S. Local 

Swiss 

Swiss Net 
Margin 

Tax Rate 
Differential 

Benefit 

Sales 

COSA Europe source log 

35 

15 

0 

20 

21 

25 

5 

5 

U.S. source 

329 

36 

15 

0 

21 

69 

20 

14 

4 

Singapore 

Local source 

16 

9 

9 

0 

0 

0 

25 

0 

0 

U.S. source 

104 

S9 

15 

3 

21 

22 

20 

4 

4 


149 

35 

15 

3 

17 

25 

20 

5 

3 

COFA 

Local source 

19 

12 

12 

0 

0 

0 

25 

0 

0 

U.S. source 

130 

38 

15 

3 

20 

26 

20 

5 

4 


853 





163 


33 

4 

Post Cost Sharing 






_24S_ 


51 

B 


Natea; 

BatitscJ on 1999 f’lon whh actual proportions of purchased finished 


P«9e» 


and worked parts safes. 
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From; CN=Jim Matthews/OU=US/OU=TLS/0=PwC 

To; CN=Steven R, W!!!iams/OU=US/OU=TLS/0=PwC@Americas-US 

Sent; 07/09/2007 08; 15:26 AM EST 

CC: CN=Christopher E Dunn/OU=US/OU=TLS/0=PwC©Afnericas-US 
Subject; Re; Caterpillar; value of marketing intangibles 


Steve, I can certainly work on this. Is this urgent..,as in we need this in a 
day or two? or is it something like the end of tiie week? 

Thanks, 

Jim 


Jim Matthews | PricewaterhouseCoopers LLP { Transfer Pricing Group ! Email; 
jim.matthews@us.pwc.com 

Two Commerce Square, Suite 1700 | 2001 Market Street { Philadelphia, PA 
19103-7042 I Phone; (267) 330-3101 | Fax; (813) 281-1519 


Steven R. Wiliiams/USiTLS/PwC 
07/07/2007 10;06 AM 

"Reply to All" is Disabled 

To 

Jim Matthews/US/TLS/PwC@Americas-US 

CC 

Christopher E Dunn/US/TLS/PwC 
Subject 

Caterpillar: value of marketing intangibles 


Jim- our Chicago team is on vacation this week. Can you do some research on 
the "trademark legal entitlement'' approach to marketing intangibles. I think 
that was used a lot in f“™.i Anjali may have a source for previous work done 
on that, 

The concept is that right now, we split Caterpillar's non-US residual profit 
just by R&D expenditures. We don't do anything as sophisticated even as 
creating a stock of R&D, And we don't give CSARL any credit for the dealer 
network . or any other marketing intangibles. 

What is this "legal entitilement" approach to markeiting intangibles? I 
haven't used it, but I've heard about it. Apparently, under that concept, 

CSARL pays Cat Inc for the "legal entitlemenf but CSARL has rights to 
"further develop" that intangible on its own. 

The point is that CSARL (or its predecessor COSA, or CFEL. or CACO) has spent 
decades buiiidng up the dealer network around the world. And has spent decades 
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building the brand name through advertising. 

Caveat is that in 2001 , we said in another transaction that there is no 
significant marketing intangibles other than workforce In place, ie we made 
the assertion that dealer want access "yellow iron" and want the "Cat-designed 
yellow iron that works well"-- they don't really care whether it’s purchased 
from Cat Americas Co (a US company), or Caterpillar Americas SARL (a Swiss 
CO), Accordingly, we only valued CACo's "business" that CAmSARL had to "pay 
for" as the value of the assembled work force. 

Of course, the reason I want to improve the profit split analysis is that CSARL 
is "pushing the edge of the iQ range". 

I’d like a 2-3 page memo explaining the issue and what data we would need. 
Thanks. 
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CATERPILLAR INC. 


ECONOMIC ANALYSIS 
OF INTANGIBLE ASSETS TRANSFERRED 
BY CATERPILLAR AMERICAS CO. TO 
CATERPILLAR AMERICAS SARL 


Prepared By: 
f^iCimTEfiHOtJsEQDPERS § 


Privileged and Confidential 


Confidential Treatment Requested by PwC 


Permanent Subcommittee on Investigations 


EXHIBIT #13 


PwC_PSLCAT_00142353 




375 


Caterpillar inc. 

Economic Analysis of Intangible Assets Transferred 
By Caterpillar Americas Co. to Caterpillar Americas SARL 

TABLE OF CONTENTS 

I. EXECUTIVE SUMMARY 1 

A. Scope and Purpose of Analysis 1 

B. Overview 1 

C. Conclusion 2 

II. FUNCTIONAL ANALYSIS 3 

A. Responsibilities Transferred to CAmSARL 3 

B. Intangibles Assets Transferred to CAmSARL 4 

C. Functional Analysis Conclusions 6 

III. ECONOMIC ANALYSIS OF INTANGIBLE ASSETS TRANSFERRED TO 

CAmSARL 7 

A. Intangible Assets Definition 7 

B. Selection of a Method 7 

C. Application of the CPM 9 

D. The Value of the Intangible Assets Traasfeired 1 1 

IV. CONCLUSION 14 

APPENDIX A: CONTRIBUTION IN KIND AGREEMENT 15 

APPENDIX B: CAmSARL PRO FORMA FINANCIAL STATEMENTS 24 

APPENDIX C-1: APPLICATION OF THE CPM 25 

APPENDIX C~2: BUSINESS DESCRIPTIONS OF COMPARABLE 

DISTRIBUTORS 31 

APPENDIX D: STATISTICAL ANALYSIS 33 


Confidential Treatment Requested by PwC PwC_PSLCAT_00142354 



376 


Caterpillar Inc. 

Economic Analysis of Intangible Assets Transfeared 
By Caterpillar Americas Co. to Caterpillar Americas SaRL 


Page i 


I. EXECUTIVE SUMMARY 

A. Scope and Purpose of Analysis 

PricewalerhouseCoopers LLP (“PwC”) has been engaged by McDermott, Will & Emery to assist 
Caterpillar Inc. (“Cat Inc.” or the “Company”) in the evaluation of certain intangible assets that 
were transfeiTed by Caterpillar Americas Company (“CACo”) to Caterpillar Americas SARL 
(“CAmSARL”) as of November 26, 2001. More specifically, this engagement entailed testing 
the arm’s length value of the following assets: 

(1) Dealer Contracts; 

(2) Training Programs (Pro2000 and Masters programs); 

(3) Order Tracking Software; 

(4) Procedures and Manuals; 

(5) Marketing Brochures/Product Catalogues; 

(6) Website; 

(7) Any Other Marketing-Related Intangibles (such as Customer Lists or Dealer Network) 
Associated with the Caribbean, Central America, Mexico and South America; and 

(8) Goodwill and Going-Conccm Value Located In the Caribbean, Central America, Mexico 
and South America. 

Hereinafter, the above Ii.sted intangible assets will be collectively referred to as the “Intangible 
Assets Transferred”. 

For purposes of this analysis, we applied the arm’s length standard as defined in the U.S, 
Treasury Regulations issued under § 482 of the Internal Revenue Code^ The arm’s length 
standard under the Treasury Regulations that the prices paid in intercompany transaction be 
similar to the prices that would have been charged between unrelated parties operating under the 
same or similar circumstances.^ 

This report is based upon information provided by employees at Caterpillar and publicly 
available information. PwC has not independently verified or audited the information considered 
in the preparation of this repoit 

B. Overview 

Following this Executive Summary, Section 11 provides (i) an overview of the organization 
structure of Caterpillar in Latin America and an overview of the responsibilities transferred by 
CACo to CAmSARL; and (ii) a description of the Intangible Assets Transferred by CACo to 
CAmSARL. Section III of the study provides (i) an overview of the intangible assets definition; 
(ii) an overview and selection of the alternative transfer pricing methods; (iii) the application of 

' The arms length standard is the internationally accepted norm for testing the appropriateness of intercompany 
transfer prices. 

^Rcg. §1.482.1(b)(l). 
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the CPM method; and 4v) application of an unspecified method to derive the most reliable 
measure of the aim’s length consideration of the Intangible Assets Transferred. Finally, Section 
IV summarizes the findings of this study. 

C. Conclusion 

On December 1, 2001, CACo’s distribution responsibilities and certain tangible assets (e.g. 
inventories) were transferred to CAmSARL. In connection with this re-structuring, CACo also 
transferred certain intangible assets to CAmSARL. This report analyzes the value of the 
Intangible Assets Transfeixed from CACo to CAmSARL. 

Our analysis of the Intangible Assets Transferred indicates that they aj-e routine in nature and 
easily reproducible by another comparable marketing and distribution company. Moreover, the 
Intangible Assets Transferred had only limited legal protection and economic hfe. The value of 
the Intangible Assets Transferred by CACo to CAmSARL consists mainly of the value of the 
workforce in place. 

To test the arm’s length value of the Intangible Assets Transferred, he Comparable Profit 
Method (“CPM”) and an unspecified method were employed. The CPM and the unspecified 
method provide the most reliable method to evaluate the amount to be charged by CACo to 
CAmSARL. The CPM supports the conclusion that the Intangible Assets Transferred are routine 
in nature. 

Therefore, our analysis indicates that the value of the Intangible Assets Transferred is to allow 
CAmSARL to avoid start-up costs and risks associated with the formation of a new company 
such as hiring, training and/or relocation of employees. Thus, to determine the value associated 
with the Intangible Assets Transferred we used an unspecified method. The unspecified method 
relies on empirical analysis to provide an estimate of the foregone profits that CAmSARL would 
have realized without the Intangible Assets Transferred under the same or similar circumstances. 
The empirical observations indicate the reduced sales associated with exceptional employee 
turnover and the resulting foregone operating income. Specifically, our economic analysis 
indicates that during tliis yeai-, sales could be reduced by 12.8 percent. Based on this estimated 
reduction in sales, we estimate that the value of the Intangible Assets Transferred as defined in 
the U.S. Treasury Regulations issued under § 482 of the Internal Revenue Code to be 
approximately between $2.8 to $3.1 million. 


PricewaterhouseCoopers LLP 


Tax Service.s 


PwC_PS i_CAT_001 42356 


Cnnfirientiai Treatment Reauested bv PwC 



378 


Caterpillar Inc. 

EconoJTiic Analysis of Intangible Assets Transferred 
By Caterpillar Americas Co. to Caterpillar Americas SARL 


Page 3 


II. FUNCTIONAL ANALYSIS 

A. Responsibilities Transferred to CAmSARL 

CACo, a U.S. company based in Miami and wholly-owned by Cat Inc., served as Caterpillar’s 
marketing company for Latin America and other regions until November 30, 2001. Until that 
time, CACo functioned as a buy-sell distributor for approximately forty years, purchasing parts 
and prime product from Cat Inc. and its affiliates for resale to dealers in Latin America, the 
Caribbean, and Canada. 

CACo’s responsibilities with respect to product dealers included: (i) the negotiation and signing 
of contracts with dealers in the CACo assigned region; (ii) the purchase of products and parts 
from Cht Inc. and other Caterpillar affiliates for resale to dealers; (iii) taking title to products 
purchased from Cat Inc. (and other Caterpillar affiliates) destined for dealers; (iv) arranging 
logistics support for prime product and part shipments; (v) maintaining minor inventory levels of 
prime product for quick delivery to dealer customers; (vi) assisting dealers in identifying product 
performance issues and conveying technical data about such problems to Cat Inc.; (vii) providing 
dealers with marketing infonnation and sales training programs; (viii) assisting dealers in 
ananging financing; and (ix) conducting monitoring and oversight activities to insure 
compliance by dealers with the terms of dealer sales and service agreements. The economic 
activities ^sociated with purchase and resale of Caterpillar products to dealers in the CACo’s 
sales region occurred both within the U.S. and offshore. 

As of December 1, 2001, Cat Inc. has established CAmSARL as the non-exclusive distributor of 
parts and prime product in Latin America and the Caribbean.^ Pursuant to this distribution 
arrangement. Cat Inc. and related entities sell parts and prime product to CAmSARL at arm’s- 
length intercompany prices. CAmSARL then resells the products to the dealers in Latin America 
and the Caribbean on the sarne terms as CACo, incurring the similar .selling, general, and 
administrative expenses as CACo.'' 


^ CACo is a U.S. company that is wholly owned by Cat Inc. and included in Cat’s U.S. consolidated group. 
CAmSARL is a Swiss limited liability company that was organized by CACo, initially wholly owned by CACo, and 
classified as a disregaided entity for federal income tax purposes. Following CACo's transfer of intangible assets to 
CAmSARL, CACo contributed the shares of CAmSARL to CSARL in exchange for a partnership interest in 
eSARL. CSARL is a Swiss limited liability company that is classified as a pannership for U.S, federal income tax 
purposes. Since CAmSARL is a disregarded entity, the transfer of shares of CAmSARL to CSARL is treated for 
federal income tax purposes as a transfer by CACo to CSARL of the assets that CACo had previously transferred to 
CAmSARL. For federal income tax purposes, the pannen of CSARL are COSA, a Swiss company, and CCH and 
COCeSA, two wholly owned Swiss subsidiaries of COSA. COSA, CCH and COCCSA are classified as 
corporations for federal income tax purposes. COSA is wholly owned by CACo. Following its receipt of its 
partnership interest in CSARL, CACo transferred to COSA its interest in CSARL, and COSA then transferred 
portions of such partnership interest to COCCSA and CCH. CACo’s transfer of its CSARL partnership interest to 
COSA is treated for purposes of Section 367 of the Internal Revenue Code as a transfer by CACo to COSA of its 
share, as a partner of CSARL, of the assets of CSARL determined in accordance with the CSARL joint venture 
agreement. It is the latter transfer that is within the ambit of Section 367 of the Code. 

The restructuring will include segregation of the Canadian territory. CAmSARL is now responsible only for the 
Latin America and Cai'ibbean territories. 
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CACo’s Miami-based employees became employees of Caterpillar Americas Services Company 
(“CASCo”) and are compensated on a cost-plus service fee by CAmSARL for all the technical 
support administrative and back office functions. CACo employees based outside of the U.S. 
became employees of non-U. S. service companies and are also compensated on a cost-plus 
service fee by CAmSARL for the provision of marketing and administrative services. 

Cal Inc. transferred CACo’s responsibilities to CAmSARL as part of an effort by Caterpillar to 
consolidate certain marketing, sales and distribution functions into an entity focused on the needs 
of ron-U.S. customers. The transfer of CACo responsibilities to CAmSARL coincides with the 
relocation of additional service personnel to offshore entities dedicated to serving non-U.S. 
customers more effectively and efficiently flian may be accomplished from the U.S. By 
consolidating such seiwices and functions in an offshore entity, Cat seeks to increase sales of 
prime products and parts to non-U.S. customers. 

B. Intangibles Assets Transferred to CAmSARL 

Pursuant to the Contribution in Kind Agreements signed on November 26, 2001 by CACo and 
CAmSARL, CACo tiansfeired to CAmSARL certain assets^. CAmSARL employs these assets 
in the performance of its new distribution functions in Latin America. Per Exhibit A to the 
Contribution in Kind Agreement, the whole list of assets that were transferred includes certain 
short-term investments, inventory, intangible assets, investments in subsidiaries, contracts and 
purchase orders.*^ 

As listed on Exhibit C of the Contribution in Kind Agreement, the Intangible Assets Transferred 
from CACo to CAmSARL consist of: 

1. Dealer Contracts; 

2. Training Programs (Pro2000 and Masters programs); 

3. Order Tracking Software; 

4. Procedures and Manuals; 

5. Marketing Brochure.s/Product Catalogues; 

6. Website; 

7. Any Other Marketing-Related Intangibles (such as Customer Lists or Dealer Network) 
Associated with the Caribbean, Central America, Mexico and South America; and 

8. Goodwill and Going-Concern Value Located In the Caribbean, Central America, Mexico 
and South America. 


^ The Contribution in Kind Agreement can be found in Appendix A of this report. 

^ This report only analyzes the value of the Intangible Assets Transferred as listed on Appendix C. 
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Below we analyze the nature of each of the above listed Intangible Assets Transferred; 

• The Dealer Contracts generally are terminable at will within 90 days by either party. ^ The 
agreements do not provide for scheduled price increases or minimum purchase requirements 
by dealers. The agreements therefore have a short economic life, and provide no basis for 
assuming economic value beyond the 90-day termination period. Moreover, tlie Sales and 
Service agreements have little or no economic value without the corresponding right to 
pmchase and resell Caterpillar products, or the right to use the Caterpillar trademark. 

• The Pro2000 and Masters training programs developed by CACo have proved successful in 
promoting sales among dealers in Latin America. Although proprietary, the training 
programs nevertheless simply assist CACo to maiutain its market share relative to other 
heavy equipment suppliers in Latin America, and thereby protect its routine distribution 
income from erosion, The training programs are therefore routine operating intangible assets 
that functionally could be reproduced over time by another start-up company with sufficient 
investment of time and resources. 

• The Order Tracking Software is a customer service program that allows CAT and CACo 
employees to check the status of a customer order. The Order Tracking Software was 
developed by Cat Inc. and only minor improvements were made by CACo, The Order 
Tracking improvements made by CACo consist mostly of customization to its environment. 
Therefore, the customization of the Order Tracking Software would have very limited value 
outside of CACo. 

• Procedures and manuals provide documentation of the CACo work procedures, which have 
evolved over time. Most procedures and manual have been developed by Cat Inc. but may 
be further developed for the Latin American markets. The benefit of such procedures and 
manuals is to ensure the smooth operation of the CACo bu.siness during employee rotation or 
the unexpected loss of key personnel. Procedures and manuals are standard business 
practice, are likely to be short lived. 

• Marketing brochures, catalogues and company websites were mostly developed by Cat Inc. 
Marketing brochures and catalogues are sometimes customized by CACo to the Latin 
American market through routine language translations, the use of local photographs, and 
enhanced sensitivity of the publications to local customs and business practices. The 
marketing brochures, product catalogues, and website are the result of standard business 
practices and could be easily reproduced over time by start-up company. 


’ The Dealer Contracts consist of the Dealer Sales and Service Agreement, Distribution Agreement for Engines, 
Parts and Service, Power Systems Distribution Agreement, Deafcr Representative Consent, Distribution Agreement 
for Medium Speed Engine Sales and Service, and any other similar agreements between CACo and third party 
dealers selling Caterpillar branded products in the Latin American region. 
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• Infoiniation relating to equipment dealers in Latin America is publicly available. Typically, 
there is one Caterpillar dealer per country (the tenitories of Brazil and Mexico are served by 
multiple dealers each). Hence, there is no trade secret value associated with the assembly of 
the names of CACo customers. The only value in the customer lists is the likelihood that the 
dealers will purchase Caterpillar products from CAmSARL again in the future as they have 
done in die past. However, dealers and customers value the “Cateipillai” brand name and 
products, not the CACo name. The CACo name thus has no separate trade name or brand 
value. Therefore, thee dealer network effectively belongs to Cat Inc., not CACo, evidenced 
by the fact that dealers would not stop buying Caterpillar products if CACo were to be 
replaced by a new sales and marketing company. 

• Any going concern or goodwill intangible value attributable to CACo would be derived from 
and consist primarily (if not exclusively) of the value of the trained and assembled 
workforce- in-place. Although CAmSARL will inherit many experienced personnel, CACo’s 
employees are roudnely rotated to new positions every three to five year.s within CACo or 
other Caterpillar entides. Hence, any value associated with a trained workforce in place is 
limited to the short period required to train new employees to perform routine marketing and 
distribution functions on behalf of CAmSARL. 

C. Functional Analysis Conclusions 

Based on our analysis of the Intangible Assets Transferred wc conclude that they arc routine and 
common to most distribution and marketing companies. These assets have only limited 
economic life, and could be effectively reproduced by a new start-up company with sufficient 
investment of time and resources. Moreover, the Intangible Assets Transferred would have 
limited value outside of CACo. These assets have no legal protection (i.e. patent or registration) 
and would have little or no value on a stand-alone basis. 

The Intangible Assets Transferred have been developed over time through the accumulated 
business experience of a going-concern providing routine marketing and distribution services. 
When combined, an organized assembled workforce would enable a new start-up company to 
step into the shoes more quickly than if it were to start afresh. Therefore, we conclude tiiat the 
Intangible Assets Transferred have very limited economic value and this value is mostly related 
to its assembled workforce in place. 
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III. ECONOMIC ANALYSIS OF INTANGIBLE ASSETS TRANSFERRED TO 
CAmSARL 

A. Intangible Assets Definition 

Treasury Regulations issued under § 482 of the Internal Revenue Code define intangible 
property as “any commercially transferable interest in any item included in flie following six 
classes of intangibles, that has substantial value independent of the services of any individual.’^ 
Specifically, Treasury Regulations issued under § 482 of the Internal Revenue Code provide the 
following list of potential intangible assets: 

(1) Patents, inventions, formulae, processes, designs, patterns, or know-how; 

(2) Copyrights and literary, musical, or artistic compositions; 

(3) Trademaiks, trade names, or brand names; 

(4) Franchises, licenses, or contracts; 

(5) Methods, programs, systems, procedures, campaigns, surveys, studies, forecasts, 
estimates, customer lists, or technical data; and 

(6) Other similar items. 

With respect to other similar items, an item is considered similar if it “derives its value not from 
its physical attributes but from its intellectual content or other intangible properties.”^ 

B. Selection of a Method 

The standard applied under Treasury Regulations issued under § 482 of the Internal Revenue 
Code to analyze the value of transferred intangible property is the arm’s length standard. Under 
this standard, a controlled transaction meets the arm’s length standard if the results of the 
transaction are consistent with the results that would have been realized if uncontrolled taxpayers 
had engaged in a comparable transaction under comparable circumstances. The Ti^sasury 
Regulations issued under § 482 of the Internal Revenue Code regulations provide that the arm’s 
length character of the transfer of an item of intangible property must be determined by applying 
one of the methods specified in the regulations under a “best method” analysis. The specified 
methods include; (i) the Comparable Uncontrolled Transaction (“CUT”) Method; (ii) the 
Comparable Profits Method (“CPM"); (iii) the Profit Split Method (“PSM”); and (iv) 
Unspecified Methods.^* 

The CUT method evaluates whether the amount charged for a controlled transfer of intangible 
property was appropriate by reference to the amount charged in a comparable uncontrolled 
ti'ansaction. The CUT method is generaUy the most direct and reliable measure of an arm’s 


*Reg. § 1.482-4(b). 
®Reg. § \A82-4(hm. 
^"Reg. § 1.482-l(b). 
’‘Reg. § M82-4(a). 
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length result for the transfer of an intangible if the uncontrolled transaction involves the transfer 
of die same intangible under substantially the same circumstances as the controlled transaction. 

When the CUT method cannot be applied because adequate valid comparable transactions cannot 
be identified, the regulations provide that the CPM may be used to test the arm’s length character 
of a royally rate or value of intangible property.’'^ Under the CPM approach, royalty payments 
are deemed to be at arm’ s length if the post-royalty operating profits reported by the licensee fall 
within the arm’s length profitability range derived from uncontrolled taxpayers that are 
functionally similai’ to the taxpayer being analyzed but do not own or use valuable non-routine 
intangibles.^^ 

The Profit Split Method, as it applies to the transfer of intangible property, is based on the 
allocation of the overall profits attributable to an intercompany transaction. The relative 
contribution of a party to a controlled transaction should be an indication of the relative profits 
that should be attributed to tliat party. 

The use of unspecified methods to value intangible property transactions between related parties 
is permissible as long as the method provides the most reliable measure of an arm’s length 
result. The regulations provide that such unspecified method should take into account the 
general principle that uncontrolled taxpayers evaluate the terms of the transaction by considering 
the realistic alternatives to that transaction, and only enter into that transaction if none of the 
alternatives is preferable. In establishing whether a controlled transaction achieved an arm’s 
length result, an unspecified metliod should provide information on prices or profits that the 
controlled taxpayer could have realized by choosing a realistic alternative to the controlled 
transaction. 

Because comparable and reliable CUTs could not be identified, and the profit split method 
appears inapplicable in these circumstances, a combination of the CPM and unspecified methods 
provided by the Treasury Regulations issued under § 482 of the Internal Revenue Code 
regulations was chosen to value the Intangible Assets Transferred.^^ The CPM is applicable tere 
because the method provides an approach to test for the presence overall of high-value 
intangibles or residual goodwill by assessing whether such assets have contributed to non-routine 
profits earned by CACo above those consistent with the nonnal profits earned by comparable 
marketing and distribution companies. The use of an unspecified method - in this case, the 
measurement of intangible property value by determination of the foregone profits that 
CAmSARL would have realized without the Intangible Assets Transferred - provides the most 

Reg. § 1.482-4(c). 

'^Reg. § 1.482-5. 

Reg, §1.482-6. 

'^Reg. §1.4824(d), 

'^Id. 

The fact tliac comparable and reliable CUTs are not available to value most of the Intangible Assets Transferred is 
consistent with their classification as “operating intangibles” under the regulations of Section 367{d}. Operating 
intangibles are defined in the regulations as property of a type not ordinarily licensed or transferred between 
unrelated parlies for consideration contingent upon the transfwee’s use of the property. Reg. § 1. 367(a)- IT(d)(5)(ii). 
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reliable measure of the arm’s length result because it takes account of the profits that the 
controlled taxpayer could have realized by choosing a realistic alternative to the controlled 
transfer. 


C. Application of the CPM 

Application of the CPM required a search for comparable marketing and distribution companies. 
The description of the search performed can be found in Appendix C of this report. Tliis 
search resulted in a set of five comparable companies that produced an arm’s length range as 
measured by their operating margin of 2.3 percent to 5.1 percent.^^ The median level of 
operating profit earned by the comparable marketing and distribution companies is 4.2 percent. 

The results of the CPM where then compared to those of CACo. Table 1 below presents the 
financial performance of CACo over the 1997 through 2001 period. From Table 1, based on 
CACo’s financial data, the highest operating profit earned by CACo during the 1997 through 
2001 period was 3.6 percent. 


Table 1 

CACo Financial Statements (including Canada) 
(USD millions) 








Average 


1997 

1998 

1999 

2000 

2001* 

97-01 

Net Sales 

$2,197.1 

$2,268.1 

$1,754.3 

$1,859.2 

$1,897.2 

$1,995.2 

Gross Margin 

151.7 

128.8 

84.5 

79.0 

106.7 

110.2 

Operating Expenses 

85.0 

112.4 

106.8 

159.3 ** 

100.6 

112.8 

Operating Income 

66.7 

16.4 

(223) 

(80.35 

6.1 

12.7) 

Other Exp/(Inc) 

(11.3) 

(7.3) 

(11.0) 

(1.2) 

(0.4) 

(6.2) 

Profit Before Tax 

$78.0 

$23.7 

f$]i.3) 

(S79.0) 

$6.5 

$3.6 

Operating Margin 

3.0% 

0.7% 

-1.3% 

-4.3% 

0.3% 

-0.1% 

Profit Margin Before Tax 

3.6% 

1.0% 

-0.6% 

-4.3% 

0.3% 

0.2% 


*June year to date annualized data. 

•"Includes approximately $60 million one lime only payment of Foreign Sales Corp. commission (1992 
through 1997 adjustment). 


** Appendices Cl and C2 provide a discussion of the search for comparable companies and an analysis of the 
financial results for the comparable companies, including detailed search strategy and business de.scriptions for 
comparable distributors. 

' ® Note that this arm’s length range, 2.3 percent to 5.1 percent, is unadjusted for balance sheet differences between 
CACo/CAmSARL and the comparables. CAmSARL will have significantly lower assets, as a percentage of sales, 
than comparables. (CAmSARL’s inventory is limited to in-transit inventory, and CAmSARL factors all of its 
receivables.) It is reasonable to expect, therefore, that a correctly -applied balance sheet adjustment would lower the 
interquartile range by up to one percentage point. 
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Table 2 provides CAmSARL’s Pro Forma financial results in 2000. These Pro Forma 
CAmSARL financial results have been created in an effort to determine the expected profit-and- 
loss statement for CAmSARL. The lower level of sales - $795 million as compared to $1,897 
million - are due to the two categories of sales to Latin American dealers that will not be handled 
by CAmSARL. The two categories of sales that will not be handled by CAmSARL are: (i) sales 
to Canadian dealer; and (ii) sales to Latin America dealers occurring within the US (US title 
passage). As shown in Table 2, the 2000 Pro Forma financial results were derived from 
adjusting CACo’s financial statements for the lines of business that will not be transferred. On 
a Pro Forma basis CAmSARL would have earned an operating profit margin of 2.4 percent in 
2000 . 


Table 2 

CAmSARL Pro Forma Financial Statements 
(USD Millions) 



2000 


Net Sales 

$795.48 


Gross Margin 

$85.90 


Operating Expense 

f$67.15) 


Operating Income 

$18.75 


Operating Income % 

2.36% 


Pro Forma CAmSARL 

= CACO Financial Statements Less Canada 

Less US Title Passage 
Plus Mexico Parts 


The historic financial results obtained by CACo and reflected on Table 1 and the Pro Forma 
financial statements for CAmSARL on Table 2 are two measures of the profitability of the 
distribution function in Latin America. These two measures demonstrate that the distribution 
function in Latin America eam.s operating profit margins that are within the arm’s length range 
of comparable distribution companies of 2.3 percent to 5.1 percent. 


Detailed derivation of the Pro Forma financial results of CAmSARL is provided in Appendix B. 
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The fact that both CACo and CAmSARL Pro Forma earn or would have earned a level of 
profitability that is not greater than the financial results of comparable distributors of industrial 
products performing similar marketing and distribution activities supports the analysis that these 
companies do not own significant non-routine intangible assets. This is consistent with the 
corporate worldwide transfer pricing policy by which CACo earned a routine return for the 
routine risks incurred, routine functions performed and routine operating assets developed and 
employed. Therefore, the CPM indicates that CACo does not possess non-routine operating 
assets. 

D. The Value of the Intangible Assets Transferred 

As discussed in the Functional Analysis, although the Intangible Assets Transferred are routine 
in nature, they have value to CAmSARL since they would enable it to avoid start-up costs during 
its initial period. In effect, the transfer of CACo’s intangibles allows CAmSARL to “step into 
the shoes” of CACo immediately, thus allowing CAmSARL to earn a normal distributor profit 
much sooner than if it were it to reproduce the assets through investment over time. Moreover, 
an unrelated party would be willing to p>ay in order to avoid initial start-up costs. Therefore, die 
amount of foregone profits and additional risk avoided by CAmSARL provides the best measure 
of the arm’s length value of tiie Intangible Assets Transferred. 

To measure the profits likely to be foregone by CAmSARL during the start-up period without 
access to the Intangible Assets Transferred, Caterpillar and PwC examined empirical information 
related to the substantial loss in employees in the San Francisco distiict office in 2000 due to 
voluntary sepai'ation as well as the normal employee rotation. Caterpillar deteimined that sales 
of equipment, engines and parts dropped considerably in the San Francisco district in 2000 due 
to the loss of several key sales representatives and sales managers. 

A statistical analysis prepared by Caterpillar and PwC suggests that the percentage decline in 
Caterpillar’s Percentage of Industry Sales (“PINS”) attributable to the higher than expected 
employee turnover in the San Francisco district was 12.8 percent. Caterpillai’ further estimates 
that the reduction in sales attributable to the staff turnover lasted for approximately one year after 
which the district office again achieved normal personnel operating levels and productivity, and 
sales. The experience of Caterpillar in San Francisco provides a unique experience from which 
to gauge the value of a trained workforce in place and other related Intangible Assets 
Transferred. 

Based on the estimated decline in sales of 12.8 percent, we estimated the foregone profits for 
CAmSARL if CAmSARL were to begin operations without the benefit of the Intangible Assets 
Transferred, particularly the trained workforce iu place. The observed sales decline of 12.8 
percent was used to calculate CAmSARL’s sales level under an initial or “Start-Up Scenario” 


Because Cai Inc., which owns, develops and maintains patents, brands, and other intangible property incorporated 
in Caterpillar products it receives compensation for Its intangible assets primarily tltvough the price of product sold 
to CACo and CAmSARL and through receipt of royalties on licensed product sold by CAmSARL. 

See Appendix D for a summary of the statistical analysis. 
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which assumes the absence of a trained workforce in place. Our analysis estimates that the 
reduction in sale would not be coupled widi a reduction in Selling, General & Administrative 
expenses (“SG&A”) of the same magnitude. Although the new company would have reduced 
employee costs it would incur additional training and recruiting costs. Thus, we estimate that the 
reduction in SG&A would only be 95 percent of the reduction in sales (i.e. 12.2 percent). The 
analysis further assumes that the reduction in sales attributable to the hypothetical absence of the 
sales staff, as well as the loss of tire other intangible assets, would last for one year. 

Based on the above assumptions, PwC conducted a sensitivity analysis of the foregone profit by 
applying two alternative sales growth rale projections: no growth and 5 percent annual sales 
growth. Tire results of this analysis are shown in Table 3. 


Table 3 

Sensitivity Analysis 
($ Millions) 


oc 

c 



o 

Cb 


Sales Growth Rate 
0% 5 % 


$2.8 $3.1 
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Table 4 represents one of the scenarios described in Table 3. Specifically in Table 4 we compare 
the projected performance under the “Steady State” (i.e., CAmSARL has access to CACo’s 
operating intangible assets) to a “Start-Up” (i.e., CAmSARL does not benefit from CACo’s 
operating intangible assets) assuming no sales growth and a 12.8 percent decline in sales 
attributable to staff turnover. 


Table 4 

Example Economic Analysis Assuming No Growth in Sales 



2002 

Net Sales CAmSARL "Steady State" 

$795.48 * 

Operating Income CAmSARL "Steady State" 

$18.75 

Net Sales CAmSARL "Start Up" (12.8% Reduction in Sale.s and 
12.2% Reduction in SG&A) 

$694.03 

Operating Income CAmSARL "Start Up" 

$15.93 

Difference in Operating Income - Foregone Profits 

m.%2) 


* CAmSARL's 2002 sales are based on the $795.5 million Pro Forma net sales for 2000. 

(see Table 2) which assumes no sales growth through 2002. its first year of operation. 

Therefore, the application of this foregone profits start-up analysis to CAmSARL - an 
unspecified method under Treasury Regulations §1.482 - indicates that die total vailue of the 
Intangible Assets Transferred is between $2.8 million to $3.1 million. In other wprds, if 
CAmSARL were to develop the Intangible Assets Transferred over a year and were to recruit 
and train the workforce, the amount that it would have foregone in profits would be between $2.8 
to $3.1 million. 
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REVISED DRAFT 


CSARL Profitability and Royalty 

March 7, 2005 

Participants : Nathalie Laks, Mary Miller, Crystal Carter, John Caviness, Giles Parsons, Nigel Burroughs, Pierre de 
Pena, Gary Abellard, Tom Quinn, Steve Williams (presenter), Ian Dykes, Yvonne Coysh, Natalia Pryhoda 

Issues: 


• CSARL profitability increasing 

• Current “bundled royalty” agreement with CM Inc. @ 4% royalty expires on 1/1/06 (6’*' amendment) 

• Need to justify Cat Inc.’s I/C pricing (primarily royalty) with CSARL for TP documentation puiposes 

Discussion Points: 


[See PowerPoint presentation “Cateipiiiar Inc.- Caterpillar SARL Transfer Pricing Analysis”, March 7, 2005] 

Current Transfer Pricing Tests 

1 . CPM analysis - licensed busijtess may be above arm’s length range for 2005; aggregated ~ OK 

2. Profit split - indicates a 5% royally based on 2001-2004 profitability; preliminary 78/22 residual profit split 
is a conservative approach for US; profit split analysis is based on CSARL related R&D expenditure; 
excludes dealer/marketing and TM intangibles 

3. CUTs - while inexact - indicate royalty range 2%'5% 

Revisions to Testing Methodology 

4. Should we expand profit split analysis - additional income to CSARL for parts responsibility, 
dcaleiVraarkcring intangible (but consider agreements in LAD restructuring stating that dealer IP is not very 
valuable)? 

5 . Is CPM/TNMM stiU the best method? 

6. Reconsider cun-ent comparables set (e.g., remove JLG, etc., use Amadeus companies)? (SW/ID) 

7. Use range other than IQ range? (per US regs. IQ range ordinarily provides an acceptable measure of range of 
returns, however other statistical methods may be used if are more reliable) 

Volume Observations 

8. eSARL’s profitability is diiven by volume growth - historical sales increased faster than costs 

9. Third-party agreements - as volume increases - royalty rate may decrease to motivate sales growth (mature 
business); royalty rate may also increase if original royalties were set up for startup operations 

10. While CSARL is a mature business (volume increase should bring lower royalty rate), CSARL actually 
added new, more profitable territories - so volume increase could require a higher royalty rate 

11. Is it possible to argue that CSARL profits inaeased due to higher volume of products sold to 3^^ party 
customers from CSARL’s efforts, while operating expenses remained low - so royalty change is not 
relevant? (GA) 

12. However, volume growth may be related to adding new businesses, not specific product line sales growth 

Hedging Gains 

13. CSARL high profitability in 2004 also driven by est. $80M hedging gain ($650M total operating profit) - 
MTH contracts terminated in 20Q4 - so no hedging effect in 2005 

14. If hedging related to balance sheet restatement - excluded from analysis 

15. MTH contracts terminated in 2004 - these contracts are related to operations in future periods (will be no 
hedge for spot FX .sales) - consider excluding from analysis? (TQ) 

19 
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manufacturing). See Section IV for a complete discussion on the CSARI^ operations, fable 1-6 
refiecls the financial statement benefits the CSARL structure provides; 

Table 1-6 


CSARL Benefits 
(in miilions of $) 



Parts 

TollinH 

Benefits 

2000 

39 


39 

2001 

46 

21 

67 

2002 

80 

29 

109 

2003 

108 

3 

111 

2004 

133 

33 

166 

2005 

196 

37 

233 

2006 

214 

41 

255 

2007 

222 

11 

233 

TOT.AI. 

1,038 

175 

1.213 


Table 1-7 shows the aclua! Caterpillar effective Utx rate (boUoin line) and what the lax rale would 
have been wiilumt the CSARL structure in place (top line). 

i'abie 1-7 

I Effective Tax Rate with and w/o CSARL 
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rV. Maintaining Prior Gains 

The single largest factor driving CaterpLllar*s effectiw tax rate below the U.S. statutory rate is the 
ability to roaintdn deferral of earnings outside the U^. Most of these deferred earnings are 
located v^dthin the Caterpillar S.A.R.L. (“CSARL”) organization. The two primary operational 
drivers of the CSARL deferral are (1) purchases of replacement parts from suppliers directly by 
CSARL for marketing regions outside the US and (2) product management benefits for assemblies 
at the Grenoble and Gosselies facilities (Le., toll manufacturing). 

In conjunction with a reorganization of European Operations in 2001, CSARL became the 
manufacturing entrepreneur for activities at the Grenoble and Gosselies fecilities. Caterpillar 
France SAS (“CFSAS”) and Caterpillar Belgium SA (“CBSA”) provide manufacturing services to 
CSARL, receiving a service fee consistent with their limited functions and risks. CBSA and 
CFSAS are not in the buy-sell flow of transactions. Consistent with the management structure, all 
inventories are owned by CSARL, and corresponding technology licenses are between CAT Inc. 
and CSARL. As noted in Section III, it is extremely important that the key functions such as 
product management, product development and inventory risk, remain witiiin CSARL, rather than 
at CBSA and CFSAS. 

U.S. tax rules penalize the sale of purchased goods to a non-U.S. customer where the product was 
purchased from a related Caterpillar entity. However, if these same goods were purchased directly 
from an unrelated entity and re-sold to a non-U.S. customer, the income would not be immediately 
taxed in the U.S. Caterpillar purchases significant quantities of replacement parts from unrelated 
suppliers to service field populations of CAT produced products, CSARL is the entity with 
territorial marketing rights to non-U.S. regions. In 1999, CSARL began purchasmg replacement 
parts directly from suppliers for sale into non-U.S. markets. By removing CAT Inc. from the 
supply chain in connection with the reorganization of certain European operations and payment of 
a royalty to Caterpillar Inc. (formerly: 3^** party supplier ->CAT Inc. -> CSARL ->noii-U.S. 
Customer), CSARL Is both buying from and selling to umelated parties (current supply chain; 3’^'^ 
party supplier ->CSARL ->non-U.S. Customer). 
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This idlows the profits on these sales to be defrared ftom U,S. taxation. To maintain this tax 
benefit, supplier agreements and service agreements must be respected and maintained. The cost 
of logistics or administrative service activities related to purchased finished replacement parts must 
be borne by CSARL, CSARL can be perform such activities itself or engages others to perfonn 
this work on CSARL’s behalf. In addition, CSARL must incur the carrying costs of inventory 
ownership, as well as risk of obsolescence. 

See charts 1-6 and 1-7 for the historical view of the CSARL impact to profit and the effective tax 
rate. In addition to maintaining the alignment of functions and risks within CSARL, past and 
future CSARL benefits depend on the managem^t of the non-U.S. cash position. As noted in 
Section I. “Caterpillar’s Effective Tax Rate: Past and Present,” indefinite reinvestment of CSARL 
deferred earnings outside the U.S. is required, or U.S. GAAP will mandate these earnings be 
recorded at the 35% U.S. tax rale. This increased tax cost can occur by repatriating CSARL low- 
tax earnings to the U.S. or lacking a reasonable plan to indefinitely reinvest those earnings outside 
the U.S. In other words, even if no cash is repatriated to the U.S., the U.S. GAAP rules will 
require a tax provision on current earnings at the 35% U.S. rate, unless a definite plan exists to 
maintain the earnings outside the U.S. Prior earnings of CSARL back to its formation are also at 
risk of uplift to the US tax rate if a reinvestment plan does not exist. 

For every $100 million of low-tax CSARL earnings repatriated, the financial statement impact 
would be additional tax expense of 30 percentage points. The impact on the eaimngs per share 
would be a reduction of 5 cents per share per SIOOM of repatriation. Without a reinvestment plan, 
future benefits also would be in jeopardy, and the ongoing effective tax rate would be similar to 
Table 1-7 "ETR w/o CSARL” line. 

V. CaterpiOar’s Cash Obstacle 

As noted, the most significant impediment to reducing Caterpillar’s effective tax rate below the 
U.S. statutory rate is the ability to maintain deferral of earnings outside the U.S. This ability 
depends upon the management of the non-U.S. cash position. Indefinite reinvestment of low-tax 
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earnings outside the U.S. is required, or U.S. GAAP ■will mandate these eamk^ be recorded at the 
35% U.S. tax rate. 

Caterpillar has stated its earnings and cash objectives as: 

a. Continue growing the business dirough both organic and acquisitive means 

b. Funding pension plans 

. . c. Increasing dividends to our shareholders 
d. Repurchasing Caterpillar stock 

Caterpillar has seen record growth and profitability over the past few years. As a global operatii^ 
company, a significant amount of cash is generated outside the U.S. in jurisdictions with low-tax 
rates. However, as a US-based company, the final three of Caterpillar’s above listed cash 
objectives must be funded with U.S. cash. 

The primary objective, funding the growth of the company, includes both organic and acquisitive 
growth. Organic growth includes investments in capital projects (replacing, building or improving 
property, plants and equipment) and research activities. Organic growth demands lie both inside 
the U.S. and outside the U.S. However, research activities are currently funded primarily inside 
the U.S. As Caterpillar expanded its global reach, it was anticipated expansion via acquisitions 
would occur predominantly outside the U.S. 
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The cash crossover position is continuously monitored by a stellar Global Finance and Strategic 
Support team from Treasury and Tax. Crossover is the point where non-U.S. cash utilized in the 
U.S. exceeds tax capacity. Tax capacity is the ability to apply cash to US operations and uses 
without incurring significant, additional enterprise tax expense. This includes repatriation of non- 
U.S. earnings previously taxed in the U.S., advance payments for US-sourced goods and services, 
or one-time planning opportunities(such as the 2005 U.S. tax legislation allowing repatriation of 
non-U.S. earnings at a low US rate, often referred to as the Homeland Investment Act). Based on 
existing and past treasury practices, crossover is expected to occur in late 2008 or early 2009. 

Chart V-I shows the history and projections of crossover. 
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Summary - Key Messa ges 


• We have Global Tax & Trade resources — 

• Retirements absorbed, focus on development and retention of 
bench 

• Effective Tax Rate has dropped to lowest in the Dow 30 

• 2009 ETR dramatically impacted by decline and mix of 
income, plus $133 million in discrete benefits 

• Tax Reserves of $761 million are adequate 

• Cash fylariagement - Build-up of foreign earnings and cash are 
being aggressively managed to improve returns while protecting 

3SSj6tS. 

• Legislation and Regulation — 

• Political attacks on Big Business continue 

• Caterpillar is leading lobbying activities in Washington 

• Coordinated approach has been successful and is continuing 
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Effective Tax Rate - Dow 30 
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2 009 Effective Tax Rate - Drivers 
($ Millions) 
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Cash Management 

“Crossover” cash buildup in Geneva 



CaterpHiar Definition: Crossover occurs when offshore cash no longer 
can be accessed in the U.S. without incremental U.S. tax cost 


Impact and Risk; 

■ High enterprise tax cost of repatriation - 25% additional tax 
• Low return on bank deposits of excess Geneva cash 


Balance December 2009 $1.5 billion 

2010 Growth $2.9 billion 

ATS Dec. 2010 $4.4 billion 

Geneva Cash Feb. 2010 $1.6 billion 


Plans: 

• Geneva cash position monitored monthly 

• Aggressively manage Geneva cash buildup 

• Develop tax efficient repatriation strategies 
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Cash Management 

Action Plans - What are we doing? 


Developing tax efficient repatriation strategies - $3 billion 

• 2010 Planning Actions - Repatriate $1 billion 

- Loans to U.S. with minimal tax impact 

- Tax efficient dividends - high-tax pools 

• 2010 Planning Opportunities - $2 billion 

- Prepay royalties 

- Expand goods prepayment - CSARL purchases from U.S. affiliates 

- Other options under consideration 

Aggressively managing Geneva cash utilization - $1 billion 
■ Fund reduction of external debt for Cat Japan 

• Fund part of Cat Financial’s non-U. S. funding needs 

• Supplier pre-pay programs - steel, tires 

Plans identified to cover cash flow through 2010 
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Gtobal Value Enhancement tGloVE) project 

Mr. Owens discussed the Global Value Enhanceincnt (GloVB) {m>jcct involving 
numerous initiatives under the guldaiKe of the Corporate Tax Department reporting to a 
steering committee chaired by the Chief Financial Ofltcer. The projects were said to 
range from simple process changes to subsidiary capital restnicturing. Approval of two 
initiatives coming out of this effort was being requested. These were explained and, after 
discussion, on motion duly made, seconded and unanimously carried, the following 
resolutions were adopted: 

RESOLVED, that the recapitalization of $25,000,000 of existing 
loans from Caterpillar Inc. to Caterpillar Commercial Holding S.A. 
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Mr. Owens then updated the Board on Critical Success Facior #4 - Product 
Support Parts Sales Growth. He described the parts business chain and ihc product 
support core processes, and explained lhat Ihc company has recently focused on pans 
sales and increased investment in pans products development, parts and service systems, 
and emphasized increasing parts sales and service people in the field. In addition, he said 
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lhal in 2CX)3 the company will change the accountable system to align internal . business 
nnils’ goals and objectives in order to drive more accountability for parts sales and profit. 

He described the expected fuiurc parts growth and the factors that influence the 
growth including product mix and product design. He detailed the meijics to be utilized 
for Critical Success Factor #4 including parts wder growth and pairs margin 
improvement. 

He concluded by saying the product support business is vitally important to the 
company and its dealers; has been a traditional source of competitive advantage and the 
company is working to strengthen that position; initiatives currently in place have served 
10 sustain sales in a recessionary maikel; plans are in place to accelerate growth; and the 
company has long-term metrics in place to achieve its goals on this critical success factor. 


Redacted by the 
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December 9. 2009 
Page ] 1 

Mr. Lcvcnick reviewed postiive feedback horn customers and dealers, the 
improvement in the clarity of roles and responsibilities and the increase in teamwork that 
has resulted from the Enterprise Alignment. He also noted that there are numerous areas 
for continued focus, which include business table cfTectiveness, clarifying decision rights, 
focus on distribution manager portfolio resptmsibili^ and the organizacion of the parts 
business. He noted that customer feedback would be the best measure of the efiectiveness 
of the Enterprise Alignment. He also reviewed the 2012 Quarry and Special Industries 
Division targets to denKmstrate the increased alignment under the new structure. In 
refuse to questions from the Board, Mr. Lcvcnick dweribed the organization of the 
Company’s parts business and how the business table operates, 
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Parts Growth and Distributioa Facility Footprint Expansion 

Mr. Levenick mvited Messrs. Gosselin and Larson to discuss the Company’s 
ports business. Nbr. Gosselln began by explaining that the ’^seed, grow, harvest” 
business model ingrained in the orgonizaiicm was a catalyst to ailermarket parts sales 
and services, creating an annuity continuing long after original equipment sales and 
generating customer loyalty, PFNS and profits. He then identified six strategic actions 
being undertaken to maximiic the afLermarket opportunity. Mr. Gosselin then tracked 
cuntnl parts performance against financial and (^rations goats established in 201 0> 
noting that the Company had made sigmftcani improvements and was on track to 
meet the 2015 targets. He then cKplaincd the Company was making similar progress 
0X1 POPS. 

Mr. Larson next described the elTons underway to iransfonn the parts 
distribution business from e United States centric model into regional distribution 
centers located throughout the world. He noted that die 201 1 parts distribution and 
deiiveiy business had met or exceeded the internal objectives or competitive 
benchmarks. Mr. Larson then described the distribution network transformalion that 
was underway. This, he observed, involved moving from world-wide suppliers and 
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packaging u> regicmal suppHen and padcaging, with the goal of lediKing the number 
and distance of shipments. Under the reconfigured ^obai footprint, he explained, 
receiving points would be closer to sui^tiers and shipping points closer to dealers and 
customers. Mr. Larson then previewed a ^wing the planittd location of 
dUtribulion facilities and contrasted the Company’s strat^y with that of Kont^u. 

During their presentations Messrs. Gosselin and Laison responded to 
questions from the conceming Bucyrus, remamxfacluiing. automation, ^cility 
snd workforce size, the Conqtany's ability to identify the most profitabie pests and 
those that sue rarely ordered, barriers to on-time delivery, the optimal number of 
distribution fecilities and on-line ordering in secondary markets. 


Parts and Disiribuiion 


August 8, 2012 
Page 5 


Mr. Levenick explained that the parts busmess meeting its inventoiy avail^iliiy and 
turnover targets, but levels were elevated as a result of the initial stocking of throe new parts 
distribution centers. He noted diat the business was focused on opportunities to diminat^ 
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Redacted by the 
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12/09/2003 
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Business tinit risk maimgg mem update flPfodiici SUDOon Pivisionl 

Mr Springci’ then macic a prcscntaiion regarding ihc implemcntaiiun of the- 
company’s Business RUk Managemeiu C'BRM’') process in the Prixluci Support Divusion 
(“PSD"). He began with an ovemiew of the company’s \ tirious rules in ihc pmduct 
support process and inieracUon ^idi the dealers. He discussed the company's parts 
busiricss. its iinpoilancc to the enrerprise and the tmplcmcniution of the company’s 
product support c.xccllence on Critical Success Factor. He described the company's goals 
tor the Product Support Division and the applicable metrics to be achieved in u ver)' 
difficuli compoticivc* environment. He said ih»i ihii combination of factors required a 
very through analysis of P.SD's filralcgy and risks. 
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Global and Strategic Support Transfocmatjon UpdeJc 

Income Tax Matters 

Mr. Beian provided a presentation on, and led a discussion of, the Company's 
income tax matters end ^^ecificany noted lhat die Com]»ny now has global lax rescmrces 
in place to immage tax isoea, its effective tax rate (*^TR”> which is approximately at the 
median of the Dow 30 companies, its tax reserves which axe ad^uate and the tax 
departnwnt’s risk management processes which are robust. 
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Mr. Larwn Ihen noted that die key points regarding the Logistics Division are that 
it b driving transfonnadonal change in the Transportation, Manufocturing Logistics anl 
the Cat pacts business that will deliver significant value and address key areas of risk. He 
noted that ihe Logistics Division has set a goal of reducing parts inventory during 2009 
by US$350-5OO millian while maintaining 95% parts availability. He also informed the 
Commiciee that the external client busmess delivered 15% letum on assets in 200S and 
US$71 million in poative cash Sow. 


12A)8/2CK)9 
Audit Committee 
Page 2 


Project Strong" / Financial Markets update 
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From: CN^Steuen R. Williams/OU=US/OU»TLS/C=PwC 

To: CB»Clifford A. Mangano/OIJ=US/OU=TLS/0=PwCgAmeCicas-OS 

Sent: 08/29/2007 11:26:25 AM EST 

CC: CN=?homas F. Quinr!/00=US/0U=TLS/0=PwC;CN=Cbarle5 Larson/OU«0S/00=TLS/0=P¥CiAmericas-as 
Subject: Fw: Caterpillar parts history 


Chuck Larson has an even bettor memory than roe. Here's a file of tbe parts 
data at Caterpillar. This showed that more than 50% of parts sales were for 
parts originally placed in service more than 10 years prior. And to capture 
8D% of parts sales, you had to go back 20 years, {ie, in a given year. Cat 
still sold 20% of replacement parts that were first placed in service more than 
20 years prior ) 

Hence the very long tail for cost sharing buy-in. 


Forwarded by Steven R. Williams/US/TLS/PwC on 08/29/2007 12:18 PM 

Charles Larson/US/TLS/PwC 
06/29/2007 12:05 PM 

Office: (312) 298-31DS; Mobile: {708) 205-7997 
Chicago 

"Reply to All’ is Disabled 
To 

•Steven B. Wdliiams/US/TLS/PwCeAjnericas-US 


Subject 

Be: Caterpillar parts history 


Steve, here is what I coxild find off-hand: 


1 hope this helps. 
-Chuck 


.Steven R. Williaiti.n/US/TLS/PwC 
08/29/2007 10:39 AM 

"Reply to All" Is Disabled 

To 

Charles Larsen/US/TLS/PwC8Aroericas-US 

CC 


Subject 

Re: Caterpillar parts history 


yes If you can find the excel model. I gave Cat seme presentations in both 02 
and OS, regarding the tradeoff between higher C5-» royalty now, vs lower overall 
CS later, but they always balked at the 10 year translton period. (easy 
enough to model) 

the parts life cycle analysis— showing parts consumption per machine over the 
machine life— from Cat, is the "evidence* I’m looking for that supports the 
"parts life cycle" So if you have that, it would be great. 

thanks a lot! 


Charles Larson/US/TLS/PwC 
OS/29/2007 11.-33 AM 

Office: (312) 298-3105; Mobile: (708) 205-7997 

Chicago 

US 

"Reply to All" is Disabled 
To 

Steven B. Milliams/US/TLS/PwceAroericas-US 


Subject 

Re: Caterpillar parts history 


I remember it. We met in DC with Steve Hannes from some law firm to discuss 
the potential cost sharing model. I probaby have some old excel models etc. if 
you'd like to have then. 

I Permanent Subcommittee on Investigations 
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SLeven R, Wlllianis/US/TLS/PwC 
08/29/2007 10:30 AM 

"Reply to All" is Disabled 


To 

Charles Larson/US/TLS/PwCeAmericas-US 


Caterpillar parts history 


I recall an interesting analysis we did £ov Cat at least 5 years ago, and 
wonder if you were involved with me at the time. Ke were considering if Cat 

Sari could cost share instead of paying a royalty (ie a declining royalty for 
old technology, plus cost sharing for new technology). 

the rate of decline of course had to do with the product life cycle. 

then we got some analysis from Cat that showed that machines still consume 
{profitable) replacement parts for 10, 20 years, so the declining royalty 
became too long to make it worthwhile, ie the product life cycle was i0+ years 
when you considered replacement parts. 

But do you recall that parts analysis? of age of machines and consumption of 
parts? It was surprising how long machines stayed in service and still 
consumed parts... We are considering a similar analysis for another client. 


Thanks 

Steve 
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Caterpillar dealer push may drive some out, 
Levenick says 

BY JAMES B. KELLEHER 

LAS VEGAS Thu Mar 6, 2014 1 :33am EST 

http://www.reuters.eom/artide/2014/03/06/us-caterpillar-dealers-idUSBREA250AZ20140306 


York, December 12, 2011 file photo. 


Reuters Manufacturing and Transportation Summit in New 

(::Rs:ri 1 ■ re: 1.111: fiiverendan 

(Reuters) - Caterpillar Inc's (CAT.N) bid to lift the financial performance of its dealer 
network isn't designed to thin the ranks of the 178 independent distributors that sell and 
service its earth-moving products around the globe, a company executive said. 

But Stuart Levenick, who is charged with overseeing the financial turnaround, said an 
unknown number of dealers including some family-run businesses, could be casualties of 
the push unveiled last month. 

"This is not a plan to cull our dealers or drive consolidation - although you can expect that 
some of that will occur," Levenick told Reuters in an interview on Wednesday. 

"But we do expect results. If you are not aligned, if you're not progressing towards those 
results, then you can expect us to move judiciously to make changes ... They all get that." 

Caterpillar used to organize its global business - including dealer relations - regionally 
rather than by product category or customer type. So dealers were, in Levenick's words, 
"measured against the guy down the street". 

That changed when the company reorganized a few years ago. The far-flung dealer network 
was put under one executive in Peoria, Illinois, who began comparing the performance of 
dealers across the globe. 

The disparities, Levenick says, were jaw-dropping. So, too, were the money-making 
possibilities - if the laggards sold machines, parts and services as efficiently as dealers in the 
top half of the dealer performance rankings. 
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That, in a nutshell, is what the company has said it now wants them to do. Caterpillar has 
said the plan could increase sales and service revenue at the dealer level by $9 billion to$i8 
billion by 2018 - and that much of that increased revenue would flow to Caterpillar itself. 

Under the plan, underperforming dealers have until the end of 2014 to come up with a plan 
for raising key metrics. Once the plan is approved by Caterpillar, they have three years to 
meet the targets. 

The push is not without risk. Caterpillar has long touted its independent dealers, whose 
162,000 workers more than double its global headcount, as a key competitive advantage, 
especially in recent years as lower-priced Asian rivals with thinner dealer support networks 
rose up to challenge it. 

Tweaking that magic formula could create some ugly chemistry and sour the special 
relationship that Caterpillar says has been key to its success in remaining the world's top 
maker of construction and mining equipment. 

The company has tried to increase distributor enthusiasm for the plan by tapping 20 of its 
top-performing dealers to help design the program's carrots and sticks. 

So far, Levenick says, "there's not a lot of pushback." But the plan is still in its infancy and 
resistance could grow as dealers are forced to change long-standing practices and raise their 
game. 

Analysts say a number of factors are driving Caterpillar's focus on dealer performance, 
including a tougher-than-expected sales environment, especially of high-margin products to 
the mining sector. 

After peaking at $66 billion in 2012, Caterpillar's sales tumbled 16 percent to $55.6 billion 
in 2013 and the company has said 2014 revenue growth wfll he flat and could even fall as 
much another 5 percent. 

But customer expectations are playing a big role, too, Levenick says. Many of Caterpillar's 
customers now do business around the globe and work with multiple dealers whose service 
levels - and prices - are not always consistent. "They want to have a common experience 
wherever they go," he said. 


(Editing by Jeremy Laurence) 
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Gloh.ll Tax Management 

Purpose of Meeting 

• To Inform you why and how '.ve are slrengfhening Tax Risk Management 
Key Message Points 

• We are taking Tax Risk Management to a new ievef 

• Qualified people are the key to World-Class Tax Risk Management 


.jppCfNnto4X^Q5.. 


o What is Tax Management ? 

® State of the Tax Business at Caterpillar 
^ State of the Tax Business, ,..currBntHeadtines.Reseatcti&Daiapohis 
o Path to World-Class Tax Risk Management 
o People Risk = Tax Risk 
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^Agenda 


f 
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cover today 


0 What is Tax yanagsment '■? 

o State of the Tax Business at Caterpillar 

« State of iiie Tax Business.. 
a f''3th to Vvorid-CiBSS Tax Risk Msneosmsnt 
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' ■nilnffs are firw. 
Where do we 50 from tje«? 
Any cfiaJ^es? 


Low Effective 
Tax Rate 


Significantly reduced Taxes Pmd To U.s. iRS 
cash tax paid Non-U S. Pain 
Coiisolidalexl PBl' 


Agenda 


® State of the Tax Business 


• Current Headlines, Research & Data Points 


UQ ot idx at CaterpiHar ^ 

No Sarbanes Oxiey Material Weaknesses 
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'^"«j.Tax professionals 
( • generally focus'on • j 
tax technical risks. 
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State of Tax Business - In General 


Knowledge Gap Exists 
Between Tax Department 
and the Board 


Static Snapshot 
of Tax Risks 


informal Risk 
Aisassment Process 


; . Communication and 
prooessea 3ra|ust as 
m^jortant as to tscPnlca! 



Narrow Assessment 
of Tax Risk 


Tax Department Lacks 
Clearly-Defined Risk Appetite 


Increasing Board Consenitism 
Limits Planning Flexibility 



iaeonte Taxes • t6'-. 'k'-:;-.:-.:. " ' Oecenibef 13, 2085 
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What we’ll 
cover today 


Agenda 


Q Path to World-Class Tax Risk Management 


Where do we go from itere? 

changes? ^'3^' 


We have a natural 
Vj" decision point.' ' ; 
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.World-Class Tax Risk Management 


Wa must clearly define & ' ■ 
/ communicstte Caterpillar’s 
Tax Risk Profile to the 
Audit Committee. 


Audit Committee ~ Risk Guard Rails 
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Tax Risk Guardrails - audex 

Daniel Schiicksup to; Dave B. Burritt 


02/07/2006 08:52 AM 


Hrom: Daniel Schlicksup/OE/Caterpillar 

To: Dave B. Burritt/OG/Caterpillar@Caterpillar 

Caterpillar Confidential Green 

Dave, I have a solid draft of the guard rails done. I have not polished it into a presentation because it was 
not included on the agenda. I feel comfortable that if Gene demanded to see something today and you 
came and got me, 1 could present the draft and get the Aud Comm comfortable that we are meeting our 
committments. I will send you a couple of the charts shortly that represent the overall excel file . 

On your other audex, I did not want to embarrass Sharad or Jim in the meeting , and it would have been 
very uncomfortable for them if! had asked to stay behind. I believe it's important for you to have the facts 
& data so that you don't get caught in the middle or blind sided. Then you can much better decide the 
facts and course of action, if any - that’s dearly your call. 

Good luck in the meetings & please call if you have any questions . 
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A/C meeting 

Daniel Schlicksup to; Dave B. Burritt 


02/27/2006 04:34 PM 


From: Daniel Sch!icksup/OE/Caterpillar 

To: Dave B. Burritt/OG/Caterpiilar@CateipiHar 

Caterpillar Confidential Green 

FYi, 

Robin indicated that the tax presentations were moved from April a /c meeting to June. We had a two day 
offsite last week to finalize the guardrails . We have two more days next week to plot the tax positions on 
the guardrails. This will be done in April if the agenda changes. 
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‘“i* , Re: fyi only — Update to Legal 6S team on regulatory compliance 

Robin D Beran to; Daniel Schitcksup, Dave B. Bumtt 07/28/2006 08;28 AM 

From: Robin D Beran/OS/Caterpillar 

To; Daniel Sch!icksup/OE/Caterpillar@CaterpBnar, Dave B. Burritt/OG/Caterpiilar 

Caterpillar Confidential Green 

Good work, Dan. We need to schedule a meeting to update the final review/charts. I believe weVe noted 
some new info on one, and i think we have metrics problem re complexity for the VAT & Customs chart. 
Can discuss further, but current chart puts one area at high. Assuming guidance is to stay below high in 
all areas, how could we utilize? 

Robin 

Beranrd@cat.com 309.675.4478 
Daniel Schlicksup 

From; Daniel Schlicksup 
Sent: 07/28/2006 08:19 AM 
To: Dave Burritt 

Subject: fyi only — Update to Legal 6S team on regulatory compliance 

Provided overview of Tax Risk Guard Ralls yesterday to a 6S team from legal working specifically on a 
deep dive into regulatory compliance risks for the company for which penalties can be stiff due to new 
regulations. They were impressed with what Tax has done and said it fits perfectly in with what they are 
trying to do. They encouraged us to continue with the process and explain our current lax risk profile to 
the audit committee to get their approval. 
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Tax Risk Guard Rails 

'fypy***' Daniel Schiicksup to: Dave B. BurriH 08/11/2006 05:02 PM 

From: Daniel Schlicksup/OE/Caterpiliar 

To; Dave B. Bumtt/OG/Caterpil{ar@Caterpillar 

Caterpillar Confidential Green 

F/l, Tax Council will be meeting in near future to update TRGRs . The pressure/question I am getting is 
focused on redcuing the risk shown on the guard rails. For example, I am being questioned why the 
structured finance deals should be considered to have high reputational risk . How would we explain to 
someone why we sold our factories and leased them back and got a lot of cash in the form of favorable 
financing rates when nothing really happened? 1 think he Is very concerned about showing any risk at all. 
Also, he seems to forget the financial statement issues surrounding structured finance with PwC . 

I need to understand where you want to go with the TRGRs. Are we going to stop where we are at which 
is just informing the board about the process we went through to create the guard rails , or are we going to 
show the board the results and have a meaningful discussion explaining our risk profile and to determine 
the board's comfort with it? 1 don't want to spend a lot more time on this if it is not going to go anywhere . ! 
recommend the latter as I believe it is a best practice and the whole point for going down this path in the 
first place. 

Please give me some feedback. 
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P&SS AVAILABILITY & INVENTORY MANAGEMENT 
Craig Barley-Manager, Peoria 


General Facts 

Worldwide field population: 1 .2 mil engines, .8 mil machines 

200 dealers worldwide 

500,000 part numbers serviced by P&SS 

-170,000 made as ordered-slow moving 
-330,000 stocked in a P&SS facility 
-50,000 stocked at a dealer 

80% of P&SS total assets is parts inventory. 50-60% of value of inventory is fast moving 

(1 0 or more orders per month) parts, 40-50% is slow moving 

P&SS holds 6.5 months of total stock worldwide-just under two turns per year. Low 

number because of many part numbers. 1 0% parts numbers produce 80% of volume, but 

90% parts numbers are held in inventory. P&SS holds 3 months of fast moving 

inventory. 

Worked vs PF does not really matter for inventory management, what matters is fiist or 
slow moving 


Morton and US 

85% of worldwide parts inventory is managed from Morton-moving toward 100% 
-determine parts to service 
-set stocking levels 
-forecast usage 
-plan material from sources 
-determine disposition of surplus 
-manage supporting systems 
-maintain transaction audit trail 
-resolve record discrepancies 
-improve record accuracy 

300 people in Craig Barley’s availability and inventoiy organization-all but 4 in Morton 
Regiond stock facilities are '‘facing centers’^-first point of filling dealer order 
Orders not able to be filled by regional facili^ are filled by searching the system 
Emergency orders are orders which customers pay premioum to receive faster 
Most regional distribution centers are served from Morton, not fix)m contract packagers 
because of low volume at regional centers 
Morton holds worldwide safety slock 

Systems 

Antares is the dealer interface computer system-records dealer sales and orders. Antares 
feeds into the inventory management system that runs min/max calcs and calculates parts 
forecasts 

Central America and North America have the new Antares system 
Europe still has Anatares predecessor, but is now converting 
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Grimbergen order processing system is linked bade to Morton by daily batch 
transmission 

Morton knows if Grimbergen sold a part, received part, scrapped a part-information goes 
into Morton global parts forecast calc 

Inventory mangement system calculates recommended requirements and transfers to 
corporate “Lognet” system. 

Orders on Lognet are based on current expected demand at time of order 
Total expected demand is made up of facUity demands 

CAT manufacturers and purchased finished supplier obtain orders from “Lognet.” 

95% of parts go through a contract packager who will ship to Morton, GrimbCTgen, York, 
Singapore, and other large facilities 

Morton directs contract packagers how to deploy based on current expected demand at 
time of receipt-distribute to give all stock centers fair share based on stock levels 


PASS Ontside US 

Grimbergen and Singapore have a person to expedite and schedule orders, but all 
calculation and ordering is done from Morton, even for Europe sourpe parts 
Singapore and SCM control own inventory 

Grimbergen receives European worked and PF through a contract packager and Morton 
then tells Grimbergen where to send paris-Singapore, Morton, etc 
In Europe, Grimbergen manages warehousing (main function), contract packagers, 
freight and transportation, government documentation (duty etc), customer service on 
orders, information systems center, business services (accoimting), availability and 
inventory (12 expeditors working with Euro PF suppliers and plants). 

Europe marketing is in Geneva and purchasing is in Grimbergen 
100% of Grimbergen inventory is controlled by Morton 
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PlIRCHASDiG TRANSPORTATION AND TECHNICAL SUPPORT 
Don Puryear-Manager, Peoria 


General Facts 
Purchasing 

-P&SS purchases 40% of purchased finished; remainder contracted to other 
purchasing groups 

-Mossville (engines) 

-Purchasing & Transportation Europc-PT Europe (Grenoble, Gosselies) 
-Central Purchasing (Peoria) 

-Leicester 

-Cat Services Ltd. (Tokyo) 

-Contract purchasing groups have authority to accept price increases; P&SS 
Morton monitors contract groups overall price performance. 

-PT Europe and US purchaser both place orders on Europe suppliers 
-Cat supplier relationships 

-Balance desire for long-term relationship and price and quality 
-Cat doesn’t gaurantee volumes or duration of agreement, all agreements 
have termination clause based on price or quality 
-JV supplier agreements exist-Donaldson (filters), Mexico JV (castings) 
-Cat offers mput/training to suppliers but supplier controls own business 
-Purchasing involves 

-selection of supplier 
-negotiation of price and availability 
-Can have a JIT production line but not a JIT service (parts) business 
Scheduling 

-P&SS Morton expedites PF coming to Morton 

-Expeditor goes to supplier to get non current part made if not in P&SS inventory 
-Emergency order is when part is not in parts system 
Technical Support (Engineering) 

•Ensure non current parts have proper cost reduction focus-may redesign to use 
steel available in smaller lots 

-Have design control of service kits-bearing kits, overhaul kits 
-Eliminate duplicate parts in system 
Transportation 

-Operational traffic, daily material movements-expediting and tracing 
-Import/export-customs, forwarders, NAFTA documentation 
-Do not negotiate rates or select canicrs-corporate traffic does this 
-Decides rail, air, sea, or truck and then uses carrier selected by corporate 

Other 

-46-48% of gross revenue is fiom non-current parts 

-P&SS takes interest in design but not real design control when a part becomes 
non current 

-Cat may buy from a supplier who also sells non-Cat product, but the Cat-product 
is made to Cat tolerances therefore is still distinguished-oil, bolts, bearings 
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-What sells Cat parts 

-liberal warranty process 
-best availability 

-part designed specific to Cat madiines 

-trend of customer going more to dealer for service (machine complexity) 
Who purchases what? 

-Central purchasing groups-buy all current and non current 
-P&SS for batteries, filters, ground engaging tools 
-Corporate purchasing for bearings, heat transfer, etc 
-Business units for areas of expertise-cabs, pistons, electrical 
-Non central purchasing groups 
-P&SS buys non cuiroit 

-Plants buy current-machined, welded, stamped items 
P&SS has developed (over 12 years) network of suppliers for non current that is 
independent of current production suppliers (foundry, machine shop etc-specialize 
in low volume, quick turn around) 

A separte non current supply network is not as evolved in Europe 
PT Europe is the central buyer for the European requirement-Cat US central 
purchasers developed the sources for central-type parts, PT Europe set up own 
sources for non-central type parts 

Purchasing principle-centralized purchasing, decentralized scheduling 
Remanufactured parts may be worked by manufacturer or unrelated party 
P&SS provides purchasing service to remanufactured parts group for fee 
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IN THE UNITED STATES DISTRICT COURT 
FOR THE CENTRAL DISTRICT OF ILLINOIS 


DANIEL J. SCHLICKSDP, ) 

) 

Plaintiff, ) 

) 

VS. ) No. 09-1208 

j 

CATERPILLAR, INC., DAVID B. ) 

BURRITT, ALICE B.ARBOUR, ROBIN) 

D. BERAK, JAKES B. BDDA, ) 

DOUGLAS R. OBERHELMAN, and ) 

EDWARD J. RAPP, ) 

) 

Defendants . ) 


The deposition of SALLY A. STILES, called 
for examination pursuant to the prov^islons of the 
Federal Rules of Civil Procedure of the United 
States District Courts as they apply to the taking 
of depositions, taken before Paula A. Morsch, C.S.R. 
License No. 84-002965, e Certified Shorthand 
Reporter in the State of Illinois, on the 24th day 
of February, 2011, commencing at the hour of 12:00 
p.m. a.n,d ending at 6:00 p.m., at 415 Hamilton 
Boulevard, in the City of Peoria, County of Peoria, 
State of Illinois. 
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proauct support? 

A first off I wouldn’t call produce suoport 
the parts areas. There is not a parts area of the 
company, especially during this period. There was 
not a group that would say I manage the parts 
business. Product support, I don't know if they 
were involved or not, 

Q So you recall somebody from Logistics as 
being involved, but do you also recall anybody from 
the other areas that dealt with part,s? You say 
there was no one part area but there were a bunch of 
area,3 that dealt with parts, .^iny other areas 
besides Logistics? 

A Not that I recall. 

Q And was Barb Church the only one you 
recall as being involved? 

A That's the only name I can come up with. 

I recall there were more people involved. I just 
don't know their names. 

Q Have you seen Barb Church lately? 

A No. 
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Glove? 


Ho'a’ did you first hear about 
Az the opening meeting with the 
consultants . 

Q With Price Waterhouse? 

A Yes . 

Q Did you work with McDermott, Will s Emery 
on Glove? 

A Yes . 

Q Who did you work v;ith there? 

A Lowell Yoder. 

0 Anyone else? 

A David Ryder. 

Q Anyone else? 

A Sherry Everson . 

Q Anyone else? 

A There were others, yes. I just can't 
renisnber all the na.mes. 

Q Have you ever seen any kind of a 

memorandum from Price Waterhouse analyzing the issue 
of business or economic substance whe.n it came to 
CS.A.PL? 
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I believe that the second from last 


2 V. manaqers? 

3 \ Q 

4 que'sljion I asked you was specific to the produce 

5 managefep . I think mv last auestion just asrfd if 

\ ^ 

6 there's anyone, but let me have it read h^'ck. 


ecord read as requested^^ 

8 I objec^f,' form. 

9 .A I don’t'\^ally recall ^Ving a discussion 

.0 with the product mana^rs. 

-1 Q Did anybody at AC^erpillar ever ask you 

.2 what the effect would be/p'n'^ie field on the product 

.3 managers if the expan^on that^ou were proposing 

/ 

A was implemented? // 

.5 V/;. rURKER: Object, and 

/ 

.6 foundation. 

-7 A sure I had conversations wi'^i people 

.8 about flow of parts. The management stricture 

.9 relatap to decisions tied to parts distributio^^ the 
!0 fac^vv-as when we established the changes, we were 
!1 Inflecting the way the company was already doing 
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distribution of purchased finished replacement parts 
by CSAP^L into the entire world except for the United 
States vrould require any changes in business 
operations? 

A No, it required some changes. 

Q What changes in business operations did it 
requi re? 

A It changed who actually bought the parts 
because CSARL became the acquirer of all the parts 
from the beginning. It changed variou.s customs and 
logistics issues because of who the importers of 
record might be. There's a lot of changes that come 
into play. 

Q Well, other than paper issues that were 
caused by the entities that became involved, were 
there any other changes to the physical flow of 
purchased finished replacement parts? 

A Physical flov;, probably not substantially. 
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IN THE UNITED STATES DISTRICT COURT 
CENTRAL DISTRICT OF ILLINOIS 
PEORIA DIVISION 

DANIEL J. SCHLICKSUP, } 




) No. 09-1208 


CATERPILLAR, INC., ) 

DAVID B. B'URRITT, ALICE ) 

BARBOUR, ROBIN D. } 

BERAN, JANES B. BUDA, ) 

DOUGLAS R. OBERHELMAN, ) 

and EDWARD J. RAPP, ) 

) 

Defendants. ) 


THE DEPOSITION of RODNEY PERKINS, called 
for examination pursuant to notice, and 
pursuant to the provisions of the Code of Civil 
Procedure, and the Rules of the Supreme Court 
thereof pertaining to the taking of 
depositions, taken before me, Donna F. Banks, 
CSR, a Notary Public in and for the County of 
Peoria and State of Illinois, at 415 Hamilton 
Boulevard, in the City of Peoria, County of 
Peoria and State of Illinois, on March 10, 

2011/ at 9:00 a.m. 
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those expenses, is that correct? 
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I don't believe they were. 

What was the benefit to Caterpillar, Inc., to 
have CS.^RL purchase finished replacement parts 
instead of having Caterpillar, Inc., buy them 
and sell them to CSARL? 

It would alter the character of the income from 
CSARL from includable deemed distribution 
income to the U.S. 

So the advantage to Caterpillar, Inc., would be 
that it would pay less Federal income tax? 

Yes . 

And that would be an advantage to the 
enterprise as a whole in the sense that the tax 
was at least deferred? 

Yes . 

Was there any busines-s advantage to 
Caterpillar, Inc., to have this arrangement put 
in place other than the avoidance or deferral 
of income taxation at higher rates? 

No, there was not. 

MR. TURNER: Let’s take a break. 
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(Whereupon a short recess was 
taken and proceedings resumed as 
follows . ) 

(Deposition Exhibit Number 12 was 
identified for the purpose of 
the record.) 

Have you seen exhibit 12 before? 

Yes . 

Do you think you saw exhibit 12 shortly after 
it was created, at least in draft form? 

Yes . 

When is the last time you saw exhibit 12 before 
today? 

In its draft form? 

Yes . 

Seven yerors ago. 

Have you seen exhibit 12 in its final form 
since you left Caterpillar? 

No. 

Was the draft that weWe marked as exhibit 12 
prepared by McDermott, Will and Emery? 

Yes . 

Was it prepared by a lawyer who is now 

ADVANTAGE REPORTING SERVICE 
(309) 673-1881 or (800) 347-3124 psi-twlf-io-oooii5 
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IN THE UNITED STATES DISTRICT COURT 
FOR THE CENTRAL DISTRICT OF ILLINOIS 


DANIEL J. SCHLICKSUP, ) 

) 

Plaintiff, ) 

) 

VS . ) No . 

) 

CATERPILLAR, INC., DAVID B. ) 

BURRITT, ALICE BARBOUR, ROBIN) 


D. BERAN, JAMES B. BUDA , 
DOUGLAS R. OBERHELMAN, and 
EDWARD J. RAPP, 

Defendants . 


The deposition of JANIE COPELAND, called 
for examination pursuant to the provisions of the 
Federal Rules of Civil Procedure of the United 
States District Courts as they apply to the taking 
of depositions, taken before Paula A. Morsch, C.S.R. 
License No. 84-002965, a Certified Shorthand 
Reporter in the State of Illinois, on the 5th day of 
May, 2011, at the hour of 9:00 a . ni . , at 415 Hamilton 
Boulevard, in the City of Peoria, County of Peoria, 
State of Illinois. 
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1 

35 

ac»unling that's done for CSARL? 

1 

37 

statement of Caterpillar, Inc.? 


2 

I don't personaiiy, no. I have b group 

2 

A That's right, yes. 


3 

that under me in Geneva that is involvedAt 1 

3 

Q* How are the numbers calculated for (pGARL 


4 

am, at a ^7 high lave!, familiar with whatths^ 

4 

that are ^ed for financial statement purposes,^ 


5 

do. 

5 

A ^tey’re calculated according to.U.S. GAAP 


6 

Q know if they performs^ entries 

6 

rules. ^ 


7 

for that accounhi^system? 

7 

Q Using^ur regular accounting system, is 


8 

A 1 belte’^hey do, yes.^ 

8 

thatright? 


9 

Q is the ac^bnting sy^jem tor CSARL used 

g 

A That's righi\ 


10 

solely for tax purposes^ ■ ^ 

10 

Q So are there s|1s of oooks for CSARL, 


11 

A ! don't know, familiar with the 

11 

one that does Ure partnersiW accounting and another 


12 

processes. 

12 

that does the accounling/t th^oniexl of the 


13 

Q For procesa^ tha^re actually used to 

13 

consolidated resu!ts?.j^ \ 


14 

state earnings on th^jmpany's^biidy disclosed 

14 

A Like 1 sm. I'm not famiHiar with how 


15 

statements, are yi^he controller foWhose 

15 

they do the partnafthip accounting, 


16 

processes? Jr 

16 

Q Do^u know if when earning^ are 


17 

A Y|f 

17 

consolidatedi^itdone in the same way ^ CSARL 


16 

Q Jfid do you think that the proc^ss^for 

IB 

as for COap 

A guess t don't know what you mean^^ the 


19 

CSARL'yKCOunting are not the same as the pralKsses 

19 


20 

you o^^ee for purposes of the publicly disclosed 

20 

same^y. Yes, people report in their U.S. GAAR^ 


21 

stata^ents? ^ 

21 

finan«i statements and we consolidate them. \ 


22 

MR. TURNER: Object, foundation. » 

22 

JT 0 Do you know how partnership results are 


23 

Object, form. 

23 

then used cn a consolidated basis for the corporate 
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1 

36 

A Can you repeat the question? 

2 I 

38 

results? 


2 

^ Q Yes, Well, let me ask you this, Do you 


\ MR. TURNER: ObjacI, fomi.y,A 


3 

ki^what system ia used to do the accounting w|lk 

3 

Q ^Let me ask it this way. Do you knpw how 


4 

fDrra>\RL7 .Y 

4 

many parties there are? /:• ' 


5 

a\ No, #' 

5 

A 


6 

Q ^partnership accounting don^ anywhere 

6 

Q In cVrl? J' 


7 

besides CSAf%».at Caterpillar? ,^v 

7 

A No. i^'t. 


8 

A I’m hot, aware that it is. n^!^ 

8 

Q Do you what happans to different 


9 

Q And do 'j^u know if CS^kRL or the tax 

' 9 

income and expense aeams at CSARL? 


10 

department had to gO' but and a system that would 

10 

A At a very hi^Tjdeyei. I'm not involved In 


11 

do partnership accounting? 

11 

the details, \ 


12 

A I don't know, 

12 

Q Okay. At a high iWel what happens with 


13 

Q Are the book^'%nd'r,ecords that you control ' 

13 

the different panrtership incon^md expense streams 


14 

set up for a corporatio.^^n corporate accounting? 

14 

at CSARL? ,/ \ 


15 

A That's cofl’ect, 

15 

A Depe^pfding oh the natu^f the income. 


16 

Q is CSj^sRL treatedas a pai^rshipon the 

16 

they can be tai^d at different rates. \ 


17 

SEC disclosures^ 

A n/ 

17 

Q Okay. Are (here -- do you kfiWv who the 


18 

18 

partners ui'CSARL are? 


19 

Q i^it treated as a corporation? \ 

19 

Not really, no. Like 1 said, 1 have^Wy' 


20 

A ^ SEC disclosures are consolidated resufc 

20 

higlwvei knowledge. 


21 

at Cat^iliar. \ 

21 

Q Are some of the partners corporations^ 


22 

jrQ So Is somehow the information that's \ 

22 



23 

jiKOciated with CSARL consolidated into the overall 

23 

Q Do you know if the accounting for purposes 
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39 



1 

of the ccnsolidatod books and records of 

1 

Did you only have a role with resect to 

2 

Caterpiiiar, ^nc,, is done ihe some way with respect 

2 

CSARL 3f{^ you came back from Indiaris^ 


3 

(O Swiss operations now as it was before CS.ARL? 

3 

A t^d a brief role. 1 was oa^mily leave 


4 

A it‘s the same. 

4 

and then ! camfe back to a speciaL^ignment prior 


5 

Q So the results that are reported on a 

5 

to going to Indiart? where I revievyro the accounting 


6 

consolidated basis would be the same now as they 

6 

on a consolidatsd b^sis for CSARL, a special 


7 

would be If there was no CSARL, is that right? 

7 

project. 


8 

A Can you explain what you mean by same? 

S 

Q Do you KRdv^ approximately when that was? 


9 

Q The same numbers reported. 

9 

A October of 2Q00. 


1C 

A i imagine tax expenses is different 

10 

Q Were you on family leave to have a baby? 


11 

because CSARL is a different company than what we 

11 

A Yeah. 


12 

had before. 

12 

Q So you had just co;ne back from the family 


13 

Q Before you got lo Ihe tax tine of the 

13 

leave and you were on the special assignment? 


14 

return, would the results be the same? 

14 

A Right, uh-huh. L 


15 

A Yes. 

15 

Q That's probably preify eSsy to pinpoint 


16 

Q So would operating profit still be the 

16 

when that occurred? 


17 

samel' 

17 

A TThai's why t can get to the roonth, yeah. 


18 

A Yes 

18 

Q.' Do you know how icng you stayed m that 


19 

Q But earnings after taxes would be 

19 

speciaf assignment? 


20 

differently? 

20 

.'A Until i moved In January. 


21 

A Right, 

21 

A Q So how many months is that? \ 


22 

Q Do you have someone who works with ths lax 

22 

*> A It's essentialiy three months, \ 


23 

department concerning CSARL? 

23 

Q Who assigned you to that? 

\ 
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1 

40 

A Terri Pierpont. 

1 

.2 

A Steve Goose. 


2 

Q is there anyone else that you have v^o 

2 

Q What was his position? /'• 


3 

(^s something with respect lo CSARL? 

0 

Corporate - 1 don’t know’Ws title, He 
was In corporate accounting and co.nso!tdatlng, He 


4 

'h.jA Terri has two staff. They may t>'e involved 

4 


5 

as well;':'.,, 

5 

was a manager. 


6 

Q ^Anyone else? / 

6 

Q What was the nature of the need for that 


7 

A 'm 

7 

special pcojecl? 


8 

Q Were, you at the company when CSAJTL was 

8 

A Because CSARL was new, there was new 


9 

started? 

9 

transactions, we wanted to make sure consolidated 


10 

A Yes, 

10 

operating profit wasn't affected and we had made all 


11 

Q What was your position? 

11 

ths appropriate intercompany eliminations for 


12 

Let me ask you this way. Before 2001 were 

12 

unraaiizsd profit in inventory, and we concluded 


13 

you in the Administralich Building before you went 

13 

that we were. 


14 

to Indiana? 

14 

Q So is it fair to say that you wanted to 


15 

A Yes, 1 Vras in capital assets. 

15 

make sure that or^ a consolidated basis the numbers 


16 

Q When did you leave North Carolina? 

IS 

turned out the same as before? 


17 

A By!y1S93 

17 

A That's right. 


18 

Q ,60 from early ’98 uniil 2001 you^vere -- 

18 

Q • That would be the numbers before you oot 


19 

A / I was fixed asset manager, fixed asset 

19 

to the tax line, right? 


20 

accoun.^g manager in corporate accounting 

20 

A That's right L\ 


21 

Aki In ihat role did you have anything lo 

21 

Q in arriving at operating profit? k 


22 

vvijliXSARL? \ 

A No. 

22 

A That's right, uh-huh 


23 

23 

Q Did you learn st that lime that there was 
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erVxins /OS/Caieipillar 
6/a6/2QG5 D1:32 PM 


To Daniel Schlicktup.'DE.'Caterpiiiarig'Cciisrpi'lsr 

cc 

bcc 

Subject P'.v; Autbori^ia'Jon to proceea v/ith plani'inc an.-j AEP cost 


Here’s Ihe timing of the iniiiai approvals by DBB and DRO . As I recall this memo is the one DBB then 
(on.varded to DRO> v.-ho then "penned” his approval with instructions "iel's go." or something along those 
lines.,.. 


Rod Perkins 

Inti Tax Manager (Europe Africa & Middle East) 
Corporate Tax. Caterpillar Inc. 

100 ME Adams, Peoria Illinois 61629-4230 
E-maii: rjperkinsia-cal.com 
Telopiione: (309) 575-1499 
Fax: (309) 4Q4-4543 


Fon-veided by Kodney J Perkins /OS-Caterpillar on 06''0o.r2005 01 ;29 PM — 


Robin 0 Beran/OS/Cslerpiilar 
02/28/2005 09:24 AM 


To: Rodney J Perkins, Giles .A. Paisons.Joiin P. Caviness 

. Fvj: Authonzalion to proceed with planning and ABP cosl 


CDterpillar. Confidenliai Green 


Retenrion Categoiy: 021 - Contrac's/Agreginenis 
• Comriliance <uid Support Records 


This was it, 

Robin 

303,675,4478 - beranrd(g)CAT.com 

— Forwarded by Robin D Beran.'OS/Calerpillar on 02/2S/2Q05 09:22 AM 



Robin D Beran/OS/Csterp'llar To: Dave B. Burrin 

02/25/2005 03:23 PM Subiecl >° proceed with planning and ABP cost 

‘ adjustment 


Carcipittnr Confidontinl Green Retain Unlll; 03/27/2005 Retention Category; G90 - General 

f/attersc‘A<Jminislii3tion 


Dave, as we discussed. 

Due to the successful plcnning from piior years, significant low taxed earnitigs (over $ 1,5 billion) have 
accumulated in CSarl. This cash is now increasing at about $70 million per month at tax tvStes of about 
10%, This is fesuliiirg in offshore casii balances tftai can no longer be managed tiuuuyh intercompany 
loans ?uid purchases without tiig-gehrig significant additional tax costs . and an increase m CAT's effective 
tux rate. Corporate Tax needs authorization to move foavard on planning related to legal restructurings 
and cash movements to the US from non US subsidiaries of approximately S2,5 to $3.5 bitlion. including 
approximately $1.0 billion under the repalhation incentive m the recently enacted Tax Act . Wo are also 
solving riebt:equity problems that exist in our UK and German tax groups , and cesting a mon? tax efficient 
offshore siructu's for futur* non US invesimenls. 

Working with counsel at McDermott. Will S Emery, we met with E&Y, KPMQ and PwC to solicit ideas. We 
have melded these ideas into an overall plan, but now need to move to the next steps. This entails 
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engi^ging firms to assist in developing final plans and implenienlation steps , including cost estimates . The 
work will be broken down amcMogst the 3 accounting firms, based on best ideas presented, and v/iil 
proceed iri increments to control costs and meet timelines. 

This work is required now because: 

o The Tax Act requires the $1.0 billion of qualifying dividends to be paid before end of year 

o The other planning must be coordinated with the qualifying dividend planning . 

0 The debt, equity problems are causing lost interest deduclions, thereby hurting our overall 

effective lax rate, 

o This planning will allow us to optimize utilization of existing cash , and cover earnings for 
approximately the next 3 years. 

Rough estimates of extcrnai costs approach $5 miilion. spread across the 3 accounting firms and MVVE. 
This wilt be in addition to our approved ABP amounts . As detailed plans are developed we will lock i.n 
costs, and keep you informed of the progress. Failure to proceed will result in significant additional tax 
costs, approximately 15 to 25% of any cash moved to the US. or the need to stop sweeping ail cash to the 
US, which may require borrowing in the US while holding cash offshore. Repatriation without planning 
would cost over S200 .million for 2005, and would move the ETR over 1/2 point. 

Robin 

309,675.4478 - beranrd@CAT,com 
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Caterpillar Sari 

Overview 

July 30, 2008 


Permanent Subcommittee on Investigations 

EXHIBIT #37 




3 




^ Caterpillar Sari - Pop Quiz 

Question #1 - How much of Caterpillar Inc.’s consolidated revenue 
and profit, respectively does Csarl generate? 

a) 30% of revenue and 20% of profit 

b) 40% of revenue and 33% of profit 

c) 45% of revenue and 43% of profit 

d) 50% of revenue and 45% of profit 

e) who cares it’s all intercompany, right? 
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Facility 

Date 

Planl/OfRce 

Department 

AttenU'on 


May 6. 2004 


J. W. Owens 

copy: F. L. MePheettrrs 
i. B. Buda 
R. K- Kanuru 
T. C. Gwiliim 


RaiH/OfSce Department Attention 





RJE: Tax Concerns Raised by an Unnamed Source 



On May 6. 2004, ,fiin Owens and Raj Kaouni {CaterpUlar Tax Counsel) received copies of an 
undated and unsigned lener {the '‘Lecier". see attached) from an individual claiming to be a current 
Caterpillar Ta.t [>cparrmeiu employee. 

The Letter makes the following ailegations; 


T Caterpillar’s transfer pricing practices (past and present) do not satisfy IRS guidelines; 

2- The Caterpillar SARL re-organization does not have a substantial business purpose and was 
transacted primarily for tax avoidance purposes; and 
3. Recent rcduchons in the giobaJ effective tax rate arc due to questionable transactions and 
organizational changes. 

Additionally, the letter makes reference to a recent U.S. income tax deficiency levied by the Internal 
Revenue Service on a U.S. branch of the U.K. phannaceutical company, GlaxoSmithKline, pic. The 
.S2.7 billion tax (and estimated S2.5 billion in interest and penalties) assessment was a result of the 
breakdown often years of negotiations between Glaxo and the IRS regarding Glaxo's transfer 
pricingpolicies during the 1980'sind 1990’s. 

The author of the lener has called fpr an independent investigation of the foregoing allegations by a 
party other chan eirher PwC or McDermott Will & Emery. If no investigation is conducted, the 
anonymous author slates he/'she will report these allegations to the IRS. 

In response, I do not feel an investigation is wananred since the allegations set forth in the Letter are 
simply untrue and the author is unfotrunately very misinformed as to the facts and established 
practices of Corporate Tax, as welt as the IRS auditprocess. 

Specifically, with respect to the first allegation. Caterpillar's transfer pricing policy is the result of 
detailed analysis of the fijnctional activities of the various entities in strict accordance with required 
Treasury Regulations. Two independent accounting firms provide reports on different parts of our 
operations. Comparables of prices based on external data arc analyzed and Caterpillar’s prices are 
established wdihin the middle two quartiles of the range of comparables. This analysis is completed 


CjlartUlfffannNc O1-OK150M6 PC MS W»fi97 
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annually and all determinations have been documented and providal to the iRS as part of the IRS’s 
routine audit procedures. 

The second allegarion m the Letter questions the business purpose of Caterpillar SARL’s 
reorganization in Switzerland. Caterpillar SARL was formed to facilitate and coordinate 
Caterpillar’s non-U. S. business activities throughout the world. It initially consisted of activities 
previously carried out by Caterpillar Overseas SA, with additional non-U.S. marlceting and ancillary 
activities contributed after 1999, The Caterpillar SARL partnership is owned by non-U.S. 
Caterpillar subsidiaries, which contributed assets to the partnership and, in turn, received profit 
allocations based on their contributions. Some of these assets, mainly non-U.S. maifceting related 
assets, had been held by U.S. subsidiaries of Catcipillar and were transferred down through multiple 
subsidiaries. 

The basic operations of Caterpillar S.ARL are no different than any other valid and legal partnership 
operating anyw here in the world. Great care has been taken to ensure Caterpillar’s operations arc 
consistent with Switzerland’s laws and any applicable U.S. and international tax laws. Information 
related to asset transfers and sales/charges to Caterpillar SARL and all other Caterpillar entities has 
been filed as part of Caterpillar's annual U-S. income tax return. U.S. activity of all Caterpillar 
SARL partners has also been provided to the IRS as part of routine audit procedures. Over 6% of 
almost 2,500 pages of the 2000. 2001 and 2002 Federal Income Tax Returns, exclusive of an 
additional 7,000 pages of foreign subsidiaries’ financial infonnaiion, relates lo disclosures of the 
organization and re-oiganization of the various enriries. 

The third allegation refers to the writer's general disagreement with how the Tax Departnient has 
conducuxi business over the past few yceirs. It is impossible to ftilly address this concern due to its 
vagueness. However, Caterpillar has been, and continues to be. very cooperative with the IRS in ail 
tax audits and inquiries. The efforts of internal Tax Counsel and assistance from extenjaJ counsel 
enable Corporate Tax to ensure Caterpillar is compliant with all relevant laws and regulations related 
to the tax fijnetion. We feel strongly that Corporate Tax has taken conservative, well-supported and 
documented tax positions on all issues and promotes a transparent atmosphere that encourages 
candid discussion, openness, and integrity. 

As the IRS is currently engaged with Caterpillar in a tax audit of the years 1 995 to 1 999. has already 
cornpieied tax audits for previous years and is planning the tax audit for more recent years, we 
already do, and will continue to, provide information to the IRS related to all the above issues. 

Plea.se let nie know if you have any further questions concerning this matter. 


Director of Taxation 
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The Internal Revenue Service is pursuing Multinationals who are evading taxes. The IRS wants the UK 
pharmaceutical company. Glaxo Smith Kline to psiy $5 bilfion in taxes, penalties, arxl interest for the 
years 1980 to 1996. This case involves transfer pricing. I do not believe Caterpillar's transfer pricing 
practicies (past and present) meet the IRS* tests. The Officers and Board of Directors need to examir>e 
the transfer pricing issue before Caterpillar ends up in court and in the press. 

Simiiiarty, the Tax Code does not permit transactions or an organirabor^ structure that have no 
substantial business purpose other than for tax avoidance purposes. The CSARL reorganization in my 
opinion, does rwt meet this test Whert you look through the reorganization. Che primary purpose was to 
avoid taxes. 

Over lt)e past few years. Caterpillar's tax rate has dropped sign'ificamtlv due to very questkwtable 
transactions and organizationai changes. I work in the Tax Department and I strongly dtsaigiee with hoe 
we have conducted our business over the past tew years. I have fKk spoken our before, because of the 
fear of retribution. I’m speaking out now for the tong term good of Carte^iUar. An irvlependent 
investigation {ryjt PWC or our outside Tax cour\sof) « needed If there is rv) itxJependent investigat'ron or 
if there is any retribution, t wilt go to the internal Revenue Service. 
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and i couid [ l }\< abroot options for adcJres^iinq mis 


John P Civioess'DACdferpitia! 

* * John P 

^ ^ CavinesB'OA-'CaJorpiiisif 

»% y-* J? m.' ' ' ^007 De .w .>M 

H' Dan. 'Wuoia you mi/iu !he fwc* 7iti Ci* cases you menlioncn-i 

Tnanks very muc''! 

Bi? 51 fe^ards 
John 

jonn P Cavneijs 
Corporaie Counsel Ta* 

CcaterpiHur inc, ' LeyLii Services Dsvsion 
fOG N6 Ad3rn.«> S! Peoria IL cf€29-J2v?. 

5‘ rT^<nt cnvinjyj.Scal [.nm 
ph 1 i JC'9i 675- 1 579 
fi: f {30fh G’-'S- '75'; 
li ■7.725--5S7<} 


Ic DacifOi Schiso.sup 
7!hC;t Cases 

;.d' yyiij’ Rtut^ni^vi GL'i.' ! •w.'i‘’Cr'j' 

M;inp<s ridfr-.nisiTuior. 


this E-MA'L iS intended ONlV for the use of Thfr INDIVIDUAL OR ENT<TV TO WHICH IT l5 
ADDRESSED AND WAY CONTAtN INFORMAIlON THAT IS PRfViLSGED AND.’OR CONFIDENTIAL IF 
YOU ARE NOT the INTENDED RECIPIENT OF THIS E-MAIL. PLEASE DELETE. IT AND ANY 
ArTACHW.£NT5, VYITHOUT OPENING THEM, 'MMEOtATElY 
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H,.;y Robr'T jriil Johr-i, ^ coupii:; of fhioys fu (Oh& ‘iFtr jCCOufit m ‘his iiMoiVSiS 

f i’sb i ihink O'lCi r>as so oo witn .'espeCiing iegoi enrints 'nan wnejher ihere fS suosiance unOt'jilyif'uj 
!!i 0 irarisacFons in ■Afi'c?'! U’cy irfiQapii The i.^ouns nave appliOQ econ suDS' aoo’Of bus jiufpos? *.ei>tiS] hj! 
deCdOes. T no cases siano fo'' the proposihon that mefeiv foSlowmg ihe iettof o< ifio ifivv will not soKiCb 'I 
tivere no uru-jGr.vr'ig economics to the ironsacston Tne et.iri« 3 nt t»iii m congress is tnterirded to Cvxidiy 
wnat tne couHs have said m 'he pins' not ovorutf oi mc-C-.fy >l < am noj what "cle«' soptifrabon' 
meaf^s. Dut 503 certain haseci on wnai wo nave hearo frofr; DC that tfMr Congtc-ss does not inlend for it to 
ri-.ean the) curren! "ili not appiy My oniy point s tng? i think *t .vcniiiJ prudent to have John 

review the MWE nionxjs to determine <1 this tase'aw has been taken itvio account A subsipnce rovi-vw 
soems pructen! given iho irsdtconons .'hot the pitl wrii atmos! cenninty be enactevi into tow We do Ihis for 
the euro contract ntanuiocturmp ano iuxco il thinkt 

Secofii. 1 , we might ware to ;t»irik atjout now to use tnc econ subs: ond/of Dus purpose testis) to help us m 
the upcoming license fee ihfgahnn In fh'S case, me iR5 's 'fymrj Ki say mat wt* shcniid ignoie the 
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chanQes the various subs la-cts and ctrcumsiances i flesenpod sometnmQ n^e this to the JCT and SFC 
staff in our mig yofiteraay. and they nitlnh suggesi at aft that it was tnappropnate VVe got a puetty clear 
ir^dicotirsn that ir-,dividi.>al legal er>ii5ies would ue •t'Sp''ecleo, unless there was sontothmg truly a'lif'tpat in 
'he stfucLure 


Now' Aff ntHM-J ir.' worKiny or. gfttl-’iQ language lo the htstor'y to make ^vire yKjrnirrer?i dun’; go oft 

ttie deep er3d 
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CaviJiess.'OAfCatorpillar 


Tg Dafne! Scf>i>c>'-sop-0E-C.'j!eTp»iia';iiCi3tt‘rp>fU\i Ro'tiG 
Bcrjn uS Caiefpdiaf iS C jiorpHl.v 


SjLjucI P,? COMF-DcUUAi An,--'rey Ciipnt Privtie-^f 7rri Co 


i d fTiucn r.'H^ier ciihcusii in peisen Uui.fi continue o IomiI e-mait cha.n 


Best 'ogorns 
John 

John Caviness 

Coroohiie Coonse: Ta>t 

Caterpiiiri'' !n;:. ' i.e;.};!' Serv.ces D^v.s>von 

*00 N‘E .A;jarns Sfee! Peona It. 01620-4295 

ft - m d 1 1 C Ih VI 1 ; [ ! C oni 
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fa.>. (309) G’-’5- *7^3 
• 1 7-725-157‘:i 
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'hfii IS PRIVILEGED •tf'io.'O' CON'FtDESTiAl H ytm ate not 
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sliocnfriintns, wohoi.i! opf'iMOQ them imrnftdiaieiy 
Daniel Schtir^sup 
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Hey Robin tind John, a touple o? things to to»e .nfc- accoutit this analysis 

Ftrsf, t think !his has loss Id do with respecting legal enitiic-s iHan whether iiiere is substance underlyiiig 
the transaetjorts tn which they engage The Couns have apptica eccin subst and'Or bus purpose ie.sfisl for 
decades. The cases stand tonne proposition mat meresy foliowiny tho letior of tns tavr' wiii noi suffice it 
there >5 no undnrlyiriQ econortiics to thy iransaciion Tne cuirent hit! m congress is mtenoeo to codifiy 
whiiT the courts riave said lO the past not overuie or .'■noddy it t am not sure what "clear rspplication- 
.'heans, Dui am cohcini based on what -we t-.ave heard from DC ttiai the Congiess does not intenct tor it lo 
mean that cunen! casf-Liisv wiH not .jp'piy My only ix)»nt >s that f Ihmk >i would he pfutlcni to rmve John 
• evievi me MWE memos to doiermirie .) m,?; cose-’av/ has t>een taken ifdc v^ccoum A substance seveW’ 
■seems prudent qv.'fju the if>c,)tr-iiiioh.s mat tne pii! vyih aiuiast cefiuinf-y be entjct&ij into 'uw We do ihis for 
ihe euro cuniract manufactnunq and lu/co il think* 

Second we niigni wont to tnm.K aciout no-w to use tne eenn suDSf anclaor Dus Durpose resits.! ro help us m 
the up-coming un^nse fee -Btigutioh to this case, ih-.' IRS >5 trying ic say inat y;e should ignore ihi? 
ecynan-iiC s-.ibshir'-ce of wna’ was gO'i'U en tsuDs paying jo-' techno'ogy fo; whicn they cannot mrWe protd 
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Oanief 

SchlicXiupyOE/Colorpitlor 


ftotmi D 0S'CcW>rt'Mii2ii 


Sulijc-;: Pis fifview SQ.^m ■*«= -ser'’! tn AM 


SI ] 

A;.- >X.t' -uJ.t 'ue . i,<i 

LC“ 0 *i di tht- foi' Ghjfrtii L clia5>t]eiJ iiiCMluct ni^fiugeirient tOl 0 ^llf^Q «vi:h aoss 3^0 gren - nfcre 

oescripiive, vo'Jf c:s!‘> ! cnan^ed C^RL Pnns OislnDunor. inc'\Jd>n 9 _yjP.j£&i Pans in^njorj' io CSAHL - 
V-nuas Pans inyaniory TrTs is only nsK’assoc-aU'-i \o loy virtoa! Duon ff.yctKory. '“'oi: anyin.nQ eise UsiOfi 
!he wo^a “tnoUJiiii'in’' inip-'s'is ’.oyre* is soo^ivtoing e^sE 

Of! pG \30 ’2 i <loo’‘ Uiiii*'. iift t'lUA' 'ygs rfciii’.yii to Of .jnr.u'oi leviWjvs •■_.( toe Pans D<5ioijij!ior; 
Cperaifoos • <vv !hc;e'^ Snouidn'l this !K- Um-Joci 'o ih<: Toi'irhg.^ConinKi M.in.jfai'itunng •’ 

Wtih ail d'jt; fosp(H-:t t've ht.Kioess sul>s!ani*.<; issuc- 'frinied ’u the CSAHL Pans iitsiMpiition is P'oy 
t-'iyphanl tssuu wont* a E'll'bn ioliufs on Iho balance sheet 1 h^vy Iwrcn osk'ntj fot m{V>5 ihori a ycfsii =( w« 
ho'ih’j rrtcrbbs w'tii luopfif (nets ono oriiVysis of cose iftw’ 1 have ue^n loltj jonn has 5nen> sno iiiayt'e he 
has !h*ni aoa now we a'c worr.ea oi'ou' me icooiny them even PwC memos if we hao these- memos 
and iney ijroporiy addressed these issues then i Jes^ i •Aouia nave seen them a long iftne arjo i don't 
‘rl^n^ you can tam about CSARl without rjdor'usbmy trus issut; arni *1 ‘S not aouresseo in me chans you 
have rnctudeO f dorVt ihmv, this pfesentot.on crir. he considered ‘a toii. ttanspAfenl discussion of CSARL , 
witti the Boarci* " ! think' jiscviSsiog CSARl m th.-s .manner is t.nsieactthu Again, tind w'lm c'i ciu€i tespect, 
il'i om WfonQ then •iomf.-ohf p'ease it-'l me v.fvy hefsed on tne fact*, and n'te 'aw 


Thankii, D/m 


Permanent Subcommittet on Investigations 
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Product Management Alignment 

Recommendation 


Recommend 
Preserve & Brasil 


1) Implement Global Parts Management organization in Geneva 

• 5 entreprsnsurial responsibiiities 

• >port all MBDs 

■ ' ‘ -< ly drawn from Industry and Solutions & Product Stuppor! orgs 

2) Locate Regional Product Managers in Geneva 

• Substantial ooRtribulion to MWL, fviTTT/L, HEX and MG manuiaotoiing 

• Global Product Managers provide oversight role 


3) Support organizations provide added entrepreneurial substance 

* Giobai Purchasing 
■ industry Groups 





Solutions & Product Support 


Permanent Subcommitt e e cm Invottgations 


EXHIBIT #41 
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Product Management Alignment 

CSARL Benefits - Based on 2008 Results 


Benefits 




Parts 


Machines 


Products 

AliMBDs 


MWL 

MTTT 

HEX 

WHEX 

MG 

AT 

LTTT 

LWL 


Preserve & | Preserve & Preserve & 
Brasil ! Enhance Ootimize 



Product Management Alignment 

Enhance & Optimize 


Defer decision to 
enhance & 
optimize 


1) Requires relocation of WW Product Managers 

• PMs that have sole inaniifacturing source m U.S. 

• Entrepreneur must not be located at fnanufacturing source 

2) Inefficient, ineffective product management 

• Distance to manutacturing, product development, business partners: 
customers 

• Fteqiiirement of eleven days in Geneva too restrictive 

3) While technically appropriate, creates optics concerns 

• Taxation in GSARL with rnininiai business substance 

4) Election not required in 2009 

• Election rnay be deferred 

■ Revisit in conjunction with GPNP execution 


GflTERPILLAR 
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Product Management Alignment 

CSARL Benefits - Based on 2009 ATS 

Benefits 


Preserve & Preserve & Preserve & 
Products Presence Preserve Brasil Enhance Optimize 


Parts 

AIIWBDs 

Globa! Parts $ 

300 

$ 

300 

$ 

300 

$ 

300 



Manager{s} 








Machines 

MWL 

Booleille 









MTTT 

Bouleille i 

(40) 


(21) 


(21) 


(50) 


HEX 

Kauk r 









WHEX 

Abbott J 









MG 

Bouteitie 



7 


7 


(6) 


AT 

Lanctot 





(9) 


(9) 


LTTT 

Ranstey 







28 


LWL 

Srinath 







7 



S 

260 

$ 

286 

$ 

277 

S 

271 


including Brasil 
^ i enhances benefit 
by $26m 


RIBJERPILLAR 


•Preserve 4 Optimize represents RPM responsibilities lor EhriE A Amencss end Asia Pac 
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From: Rod J Perkins <Perkins^,Rodney J@cat.com> 

To: srwdc1@aol.com;Thomas F. Quinn/US/TLS/PwC@Amencas-US 

Sent; 11/11,-2008 10:26:11 AM 

Subject: Exec Office Slides - Business Aignment 


Steve and Tom, 

Attached are the slides that will be used today duhng the meeting with the 
Exec Office. 


Rod Perkins 

Internatonal Tax Manager (Europe Africa & Middle East) 
Global Tax & Trade, Caterpillar inc. 

100 NE Adams, Peoria Illinois 61629-4230 
E-rnail: rjperkins@cat.com 
Telephone: (309) 675-4499 
Mobile: (309) 361-8594 
Fax- (309) 675-6573 

- 2009 Business Alignment EO Update l1-i1-2008_,ppt.zip 


Permanent Subcommittee on Investigations 

EXHIBIT #42 


OonfidPTitia! Trpatmpnt Rpniipstpd hv PwC 


PwO PSt CAT 00033241 




Caterpillar Inc. 

Machine Business Alignment: 
Update Briefing 

November 11. 2008 
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Supplier 

Unrelated 


Cat Inc 

Entrepreneur 


- COSA “ 

Contract Marketer 


Dealer 

Unrelated 


Ertterprise profit iess royaitv' taxed at Swiss rate 


Supplier 

Unrelated 



Structure 
1999 forward 


eSARL 

Entrepreneur 


Royalty taxed at US rate 


Dealer 

Unrelated 


Cat Inc 

Licensor 
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structure through X 

V ^ 2000 J 




Cat Boigium & Cat France - 

Entrepreneur 


Royaitv taxed at US rate 


-H- COSA - 

Contract Marketer 


Dealer 

Unrelated 


Cat Inc 

Licensor 


Eotsfpfise profit iess ooniract maiiutactL=rer refiirti ar^d royairy taxati at Swiss rate 


Cat Belgium & Cat France ■ 

Contract Manufacturer 

ROA taxec) ai. local rates 



CSARL 

Entrepreneur 


Dealer 

Unrelated 


Royalty taxed al US rate 


Cat Inc 

Licensor 
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CSARL 



Must ensure benefits 
are maintained or 
grown; 



Parts & 
Manufacturing 
structures result in 
significant benefits 


Today 
■ $250 - $300M 
■PPS = $0.40 -$0.48 
• ETR Impact 5 - 6 pts 


Current Presence 

^ Group President 
^ Marketing VP & BU 
^ EAME Operations Management 
^ Product Mgrs - 

• MTTT (Oval) & TTL- Patrick Durieux 

• MWL (Regional) - Quentin DeWarlincourt 

• HEX (Regional) - Zack Kauk 

- WEX - Brian Abbott (CSari employee, 
primariiy located in Wackersdorf) 


What’s Changing 

■ New IRS Regulations: Regional Product Managers not enough ... need more presence 

> while CAT provided significant input, IRS insisted on substantial tocat entrepreneurial decision-making 


Global Product Manager for Oval MTTT & TTL moved from Geneva ... reducing presence 

Enterprise Alignment creates opportunity to redefine presence ... 

• Other products 

• Brazil production 




Business Realignment - Protect the Existing CSARL Benefits (2008 $250M) 


> CSARL Thru 2008 

> Mary Bali BCP 

> Srnsii H&>: (WW) Ken Gray Akashi 

> Gary Stampanato IPDD 

> McxJiuir! Hev (Regional) Zack Kauk Geneva 

> L«rge Hex (Regional) Zack Kauk Geneva 

> MVVL (Regional) Querrlin DeWarlincourt Geneva 

> Hex Brian AbboU Wackersdorf 

> Mark Pflederer HCMD 

> MTTT (Regiorial) P Duriex Geneva 

> TTL 'WW) P Duriex Geneva 


> CSARL 2009 Fwd (Business Realignment) 

>Tom Bluth Earthmoving 

> MVvL Karl Weiss Beijing 

> fvITTT.TTL Scott Johnson Peoria 

>Gary Stampanato Excavation 

> Medium Hex Torn Frake Peoria 

> targe Hex Ken Gray Akashi 

> Wheel Ex Brian Abbott Wackersdorf 

> Chris Curfman Mining 


> Bill Springer Quarry & Waste 


RED Not Supportive of CSARL as entrepreneur 
GREEN Beneficial 
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Business Realignment > Preserve And/Or Grow the Existing CSARL Benefits (2008 $250M) 


Preserve & Preserve & Preserve 
Preserve Enhance Optimize & Brasil 


> Tom Biuth Earthmovrng 

MWL Karl Weiss 

MTTT/TTL Scolt Johnson 

MG Pat 0 Connell Decatur S15M-S25M 



V Relocate 4- PMs to Geneva 
.Need final d^isioh 
K: before yeaNend. 


Gaiy Stompanato Excavation 

Small Hex Dan Harms 

Meaium nex tom Frake 

Large Hex Ken Gray 

Wheeled Hex Brian Abbott 

AT Steve Lanctot $15M-S50M 


> Chris Curfman Mining 

LTTT Andrew Ransley $50M-S75M 

LMT Ed McCord 

>■ Biti Springer Quarry & Waste 

WTS Larry Tate 

LWL Sri Srlrtath StOM-S25M 


I other Requi'rerrients: ; 

I, • Retain GP in Geneva ■■■ ■■ ■ 

I • Retain regional distribulion' services 
I • Retain EAME OPS,Mgt.in''Geneva : ' 
I ‘ No regional product managers in . 
i, . ' Beigium or France ... 


Preserve S250M $2S0M S250M $250M 

Incremental: — $6SM-$125M $90M-S175M S15M-S2SM 


Singapore would be an option for wie of the PMs 
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Outcomes: 

> Preserves existing benefits 

> Offers incrementa! benefits, accretive in year one, depending on timing of relocations 

> Sustainable growth in benefits 

> Low risk of implementation 

Issues: 

> Regional product managers will not be sufficient under proposed IRS regulations 

> Requires managing two pools of cash, one In US. the other offshore 

> System modifications 



Risks & Challenges: 


> Failure to take action weakens current CSARL structure 


> Changes in responsibilities, subsequent pressures to relocate key personnel 

> Continued downturn in economic conditions (e.g., ROS < 9% reduces tax savings) 

> Exposures in currency movement can negatively impact margins 

> Possible adverse US tax legislation under the Obama administration 
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Back-up Slides 
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I Business Realignment - Protect & Grow the Existing CSARL Benefits (2008 $2^0jj|) 


t > Proposed CSARL PM Structure 
S >Ton'i B!uth Earthmoving 

s > MWL Kart Weiss Beijing 

I > MTTT/TTL Scott Johnson Peoria 

I > MG Pat O'Connell Geneva $15fv5-$25M 


People identified in green 
preserve and enhance: pick 
any four to preserve only 


>Gary Stampanato Excavation 

> Medium Hex Tom Frake Peoria 

> Large Hex Ken Gray Akashi 

> Wheel Ex Brian Abbott Wackersdorf 

> AT Steve Lanctol fteteviga Geneva $15M-$30M 


> Chris Curtman Mining 

> t-ITT AncJrew Ransley Pfeonia Geneva $50M-STSM 


Other Requirements: 

• Retain GP in Geneva 

• Retain regional distribution services 

• Retain EAME OPS Mgt in Geneva 

• No regional product managers in 

Belgium or France 


> Bill Springer Quarry & Waste 

> LWL Sri Srinath Atifora Geneva 



I 


Singapore would be an option for one of the PMs 
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Business Realignment - Global Tax & Trade Recommendation 


Recommendation: 



Only higher margin 
-products deliver 
benefits (>9%) 



Location of either the following groupings outside the US, preferably in Geneva, but Singapore may also work 


> Maintain existing CSARL benefits— 

> PMs: MTTT, MWL, LHEX, MHEX, MWEX 

OR 

> MBD VPs: Mining, Quarry, Earthmoving, & Excavation 


> Approaching S300M ^nually 4 growing, primarity parts distribution 

;»• Substance through 2009 supported by WW and-'or regional PMs, managing machines, supporting pans and field 
population growth, together with region^ marireting operations 


> increase be.nefits by product— 

> Add benefit for Braxil Production 

> MGS10M-$25M 

> MTTT, LHEX, MHEX S25M • S50M 

> Other high margin machines with benefit 

> AT$15M-$50M 

> LTTT $50M • $75M 

> LWL $10M-$25M 



Selective PM relocation adds 
$100-$200M/year; 

"J:- MBD VP relocation is 
IV signilicantty lower due to 
^ - portfolio effect 


■S33i 
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> Established ability to "manufacturer” status through contractual risk shifting 

> Couid establish "manufacturer” status through either product control or process control 

> Amount of benefit required ability to show entrepreneurial control over the product 
r- Required actual ownership of inventory to achieve benefit 


> Current proposed law 

> Cat influenced the definition ol the regulations, focusing on nine criteria 

> Buy/seil ownership of finished goods is sufficient 

> Proposed law focuses on employees ol CSAHL making a "substantiaf contribution" to the manufacturing of product 
including: 

> 'management of risk of loss & manufacturing profits 

> ■qua//f/ control, direction of intellectual property development 

> Amount of benefit required ability to show entrepreneurial control over the product 

> Concern is worldwide product managers outside Geneva/Singapore will control most of the substantial contribution 
factors, and no one in GenevaiSingapore will have enough control to be considered "substantial" 

> Critical entrepreneurial PM role, which provides current support, impacted by two new forces 

> MBD reorganization 

> IRS regulations, focused on manufacturing control 


> Above forces place existing $2S0M/year benefit at risk 

> However, if managed correctly, it should enable incremental financial benefits 
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Caterpillar Inc 
CSARL 2009 activities 
Report to Audit team 
January 2010 

Tom Quinn, Tax ITS 

Steve Williams, Tax Transfer Pricing 

Ed Bodnam, Tax ITS 


PkicovaTerhous^pers d 


CONFIDENTIAL 


PwC-CAT-00002‘f31 


Permanent Subcommittee on Investigations 

EXHIBIT #43 
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CSARL; 2009 Activities 


October 2008: "Enterprise Alignment" announced by Exec Office: 

During 2009: PwC Tax assisted Corporate Tax to align CSARL activities with 
the new "Enterprise Alignment”. Four workstreams: 



“RPMs in Geneva" with defined responsibility for production in CBSA (Gosselies), CFSA S44,3rn (Brazil 
(France), and, new from 2009, with responsibility for CBL (Brazil). only) 


(France), and, new from 2009, with responsibility for CBL (Brazil). only) 

“Brazil Parts’* : CBL legal entity focus on manufacturing, new entity CBCL to sell parts, $10,4m 

sourced from CSARL, to Brazilian customers (''Brazil”) 

“Worldwide Parts Manager'' : establish group in CSARL Geneva with worldwide parts $300m 

responsibilities (''Preserve") 

"Legal Reorganization of CSARL” Legal reorganization of CSARL to utilize Class F $50m 

tolling losses 


CONFIDENTIAL 


PwC-CAT-00002432 
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CSARL: 2009 Activities 

Original recommendation to EO from Corporate Tax - January 2009 


Product Management Alignment 

Recommendation 

HecEWTOOdt- . 

' PiscBOBagra^'v I’.-' 

1) 

implameni Global parts Management organization (n Ganava 


• Etrtrirtev feiiVepreneufiai respfi- 

• Support all MBDs 

sioiLties 


• Stan' l-kc-iy d-'av-T! {rpm IndwsTry 

nd Solutions S Product SuDPOif ores 

2) 

Locate Regional Product Managers 

in Geneva 


• Socstnnii3i tofiftftjupcn to Wfll 

Ml ■ f’l. Htx and MG tnanutactu'irtg 


• Giot>a! Pioducl Managers ptovis 

eoversaghl role 

3) 

Support organizatiorts provide added entrepreneurial substance 


• Giobfli Porchosmg 

• Incfuslry Groups 

• Solutions & Product Support 




mem 


* Original slides located in Appendices 


CONFIDENTIAL 


PwC-CAT-00002433 




3. Worldwide Parts Management Group in CSARL 


The Enterprise Alignment allowed for Caterpillar to strengthen the substance 
surrounding CSARUs parts sales. 

- From 1999 through 2009, Caterpillar has relied on “unre!ated-to-unrelated" 
transactions, through disregarded entities, to support that CSARL's parts sales 
were not FBCS! (Class A. Class G) 


- Enterprise Alignment allowed for the creation of a WW Parts Management Group, 
in Geneva, to have closer management, supervision, and entrepreneurial 
responsibilities over WW Parts. This group consists of representatives of 
MBDs/EBDs, and M&PS COE ("parts steward") 


- Thus, the WW Parts Management Group provides additional substance to the 
“unrelated-to-unreialed" basis for non-FBCSI treatment. 


CSARL 20<]e activities 
PrlcewaterhouseCoopers 


Janaary 2010 
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3. WW Parts Management in Geneva, p 2 

Supporting Evidence: 


Target Design (excerpts attached) 

' Revised Parts White Paper with 
description of WW Parts Mgmt group 
' Roles and Responsibilities checklists 
‘ Personnel Announcements, Decision 
Rights, etc. 

- Led by Quentin de Warlincourt, as of 
Nov 2009. 


S^‘ Pivv BusIbcs^ Tublir 


The WW Parts Management Structure provides further substance to 
preserve annual parts benefit of $300m 


CONFIDENTIAL 


pwC’CAT-ooooa-wg 
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Summary and Next Steps 


Summary of Benefits: 


Workstream 


Benefit oer vear S 

Brazilian RPM 

{new benefit) 

$44.3m 

Brazilian Parts 

(new benefit) 

$10.4m 

Worldwide Parts Management 

(preserve) 

$300m 

Convert Class F 

(reduce detriment) 

$50nn 

Total Benefit 


$404.7m 


CSARL 2009 activities 
PricewstBrhouseCoopers 


JanuHiy 2010 
Slide 26 


CONFiDENTiAL 


PwC-CAT-00002‘156 
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CSARL 2009 activities Jartuaiy 201 0 

PneewalBrhouseCoo&fitrs Slide 42 


COW-'IDENTIAL 


PwC-CAr-00002472 
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From; CN=Mjchaei T Murphy/OU=US/OU=TLS/0=PvvC 
To: CN=Steven R. Wiiiiams/OU=US/OU=TLS/0=PwC@AmeriGaS'US 
Sent; 05/17/2010 11:33:49 AM EST 
Subject: Re: Fw: WW Parts Manager 


Ok wil! do, I'l! start on that right now try to get you something by COB today 


Michael T Murphy | PricewaterhouseCoof>ers j Telephone: +1 202 312 7586 | 
Facsimile: +1 813 496 2721 ] michae!.t.murphy@us. pwc.com 


From: Steven R. Wtlliams/US/TLS/PwC 

To: Michael T Murphy/US/TLS/PwC@Americas-US 

Date: 05/17/2010 12:32 PM 

Subject; Re: Fw: WW Parts Manager 


yep, see subsequent email from TFQ. 2pg memo to Quentin (and really to 
Gosselin), on what the role of the WW Pts Mgr is and why Tax needs it... 


Steve Williams j Managing Director ! Globa! Transfer Pricing i 
PricewaterhouseCoopers | Telephone: +1 703 918 3339 ! Mobile: +1 202 492 6666 
Steven. r.wtliiams@us,pwc, com 


Michael T Murphy/US/TLS/PwC 
05/17/2010 12:25 PM 


To 

Steven R, Wii!iams/US/TLS/PwC@Americas-US 
cc 

Subject 

Re: Fw: WW Parts Manager 


Yea I can help out with this, 

Do we want the memo or do we want to just give Caviness the closing book? (Memo 
seems to make more sense) 

When do you want me to get started? 

"Custodian" Ouch. I like to think of myself as the plantation owner of 
the dosing books haha 


Permanent SubcommiUce on Investigations 

EXHIBIT #44 


r.nnfirlpnfiai Trtaatmpnf Rpnnpsfpri hv PwC 
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Michael T Murphy 1 PricewaterhouseCoopers ] Telephone; +1 202 312 7586 | 
Facsimile: +1 813 496 2721 | mtchae!.tmurphy@us. pwc.com 


From: Steven R. Wiliiams/US/TLS/PwC 

To: Michael T Murphy/US/TLS/PwC@Americas-US 

Date: 05/17/2010 11:51 AM 

Subject: Fw: WW Parts Manager 


in case we need to help John Cawness reply to this, have you got time to 
assist? 

see Org Announcement from Cat last week for background... 


Steve Williams j Managing Director 1 Globa! Transfer Pricing 1 
PricewaterhouseCoopers | Telephone: +1 703 918 3339 j Mobile; +1 202 492 6666 j 
steven.r.wiiliarns@us.pwc.com 

Forwarded by Steven R. Wiliiams/US/TLS/PwC on 05/17/2010 1 1:49 AM — 

Steven R. Williams/US/TLS/PwC 
05/17/2010 11:30 AM 
Locai: 703-918-3339 
Inthcet! 202 492 6666 
“Reply to All" is Disabled 

To 

thomas f, quinn 
cc 

Ed Bodnam/US/TLS/PwC 
Subject 

Fw: WW Parts Manager 


actually, if Ed and 1 are backed up and you need quick turnaround, I can get 
Mike Murphy to draft something then I can edit and send to you. The request 
was for 

"a short memo or in a conference call summarizing in a structured way our tax 
guidance for the position, covering items such as: 

- background for the initial tax recommendation and key tax requirements 

- acceptable range of SG for the WW Parts Manager (ie why we need a senior 
position, Steve specifically asked this question) - importance of support staff 

in Geneva or other locations. " 

Mike can pull that together from the "closing book" and other documents that he 
is the custodian for 

Ask John Caviness if he wants us to create something for him. 


Confidential Treatment Reouested bv PwC 


PwC PSl CAT 00213060 
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Steve Williams j Managing Director j Globa! Transfer Pricing j 
PricewaterhouseCoopers | Telephone; +1 703 918 3339 { Mobile; +1 202 492 6666 | 
Steven. r.williams@us, pwc.com 

Forwarded by Steven R. Wi!!iams/US/TLS/PwC on 05/17/2010 11;28 AM — 

Steven R. Williams/US/TLS/PwC 
05/17/2010 10:57 AM 
Local: 703-918-3339 
Inti: cell 202 492 6666 

To 

Thomas F, Quinn/US/TLS/PwC 
cc 

Ed Bodnam/US/TLS/PwC@Americas-US 
Subject 

Re: Fw: WW Parts Manager 


do you need our help in this? if you and Caviness are in Piracicaba? 

or since Pierre asked Caviness/Stiles.Vest/Parsons, who of them is supposed to 
reply to Quentin.^Gosselin? 

Ed and 1 can draft something for you and Caviness to review. Seems like a 
short fuse- 1 can get to it later this afternoon, 


Steve Williams } Managing Director ] Global Transfer Pricing | 
PricewaterhouseCoopers | Telephone: +1 703 918 3339 j Mobile: +1 202 492 6666 [ 
Steven. r, wiliiams@us.pwc.com 


Thomas F. Quinn/US/TLS/PwC 

05/17/2010 08:48 AM 

Local: 312-298-2733 

Inti; mobile: 1-847-867-2401 

One North Wacker Drive Chicago !L 60606 

US 

"Reply to A!!" is Disabled 
To 

Steven R. Williams/US/TLS/PwC. Ed Bodnam.'US/TLS/PwC 
cc 

Subject 

Fw: WW Parts Manager 


Confidential Treatment Requested bv PwC 


PwC PSI CAT 00213061 



Back to the drawing board... 
- Tom 
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Thomas F. Quinn ! Inf! Tax Services j PricewaterhouseCoopers | Telephone; +1 
312 298 2733 | Mobile; +1 847 867 2401 i thomas.f.quinn@us.pwc.com 
— ForA'arded by Thomas F, Quinn/US/TLS/PwC on 05/17/2010 07:48 AM 

"John P. Caviness" <Caviness_John_P@cat.com> 

05/17/2010 06;58 AM 

"Reply to All" is Disabled 

To 

Beran_Robin_D@cat.com 

cc 

Thomas F, QLiinn/US/TLS/PwC@Americas-US 
Subject 

Fw: WW Parts Manager 


FYi 

Best regards, 

John 

John P, Caviness 
Tax Counsel 

Caterpillar Inc. / Legal Services Division 

100 NE Adams St.. Peoria, IL 61629-4295 

e-mail; cavinjp@cat.com 

ph; 1 (309)675-1579 

fx; 1 (309) 675-1753 

L/i; 7-725-1579 


THIS E-MAIL IS INTENDED ONLY FOR THE USE OF THE INDIVIDUAL OR ENTITY TO WHICH 
!T IS ADDRESSED AND MAY CONTAIN INFORMATION THAT IS PRIVILEGED AND/OR 
CONFIDENTIAL. IF YOU ARE NOT THE INTENDED RECIPIENT OF THIS E-MAIL, PLEASE 
DELETE IT AND ANY ATTACHMENTS. WITHOUT OPENING THEM. IMMEDIATELY, — - 
Forwarded by John P. Caviness/OA/Caterpillar on 05/17/2010 08;58 AM — 

Pierre De Pena/OE/Caterpillar 
05/17/2010 06;25 AM 


To 

John P. Caviness/OA/Caterpillar@Caterpi!iar, Sally A 
Sti!es/OS/Caterpiiiar@Caterpiiiar, Gary L Vest/OS/Catefpiilaf@Catefpitlar. 
Giles A. Parsons/lB/Caterpillaf@Caterpiliar 
cc 


DnnfiHpnfial TrpatmRnt Reouested bv PwC 


PwC. PSLCAT_00213062 
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Fergal Murphy/OE/CaterpiiIar@Caterpiliar, David S. 
Pol!ng/OS/Caterpiliar@Caterpt!lar 
Subject 

WW Parts Manager 


Caterpillar; Confidential Green Retain Until; 06/16/2010 


Good morning, 

As part of the recent organization changes, Quentin de Wariincourl is now 
reporting to Steve Gcsselin. Quentin and Steve had some discussions on the role 
of the WW Parts Manager and how this would fit in Steve's future organization. 

As part of this exercise, Quentin would be interested in a short memo or in a 
conference call summarizing in a structured way our tax guidance for the 
position, covering items such as: 

' background for the initial tax recommendation and key tax requirements 
- acceptable range of SG for the WW Parts Manager (ie why we need a senior 
position. Steve specifically asked this question) - importance of support staff 
in Geneva or other locations. 

Quentin’s understanding is that Steve does not have a final opinion yet on the 
position. He would recommend to move fast, however, as this needs to be 
cleared before the first wave of announcements. 

Best regards, 

Pierre 

Pierre de Pena 

Inter-company Pricing Manager 
SAME Tax & Trade 
Caterpillar SARL 
Tel +41 (0) 22 849 42 27 
Mob +41 (0)78 833 42 27 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, slate or local tax penalties. 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


Confidential Treatment Requested by PwC 
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This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U S. federal, state or local tax penalties. 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penaltles. 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


Confidential Treatment Requested by PwC 
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Caterpillar Inc. 

Worldwide Parts 
Managennent 

Final Closing Book 

Draft Version as of March 15, 2010 


CONFIDENTIAL 

Permanent Sulxommitlcc on Investieations 

EXHIBIT #45 

PwC-CAT-00002477 

Confidential Treatment Requested by PwC 
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Worldwide Parts Management Group 
Key Responsibilities 


1, Fails Business Strategy : Estabiish the ovcrali pans strategy- This includes 
establishing the Vision-TVtission statement for the parts business and critical 
success factors to achieve the Vision & Mission. Targets, action plans and 
performance metrics will be established for each critical success factor. Tliis 
strategy will be reviewed with the Executive Office (as part of M&PS’s EOR) and 
all MBDs/EBDs to ensure alignment with the strategy. Some of the areas covered 
by the strategy include the ‘go-to-market’ strategy for parts’ and strategies for the 
‘4 Ps’ of marketing (Product, Promotion, Place, Price). As pan of this role, the 
WW Parts Management Group will be included on the approval sign line for all 
Bu.siness Propo.sais related to the aftermarket parts business (i e. capital 
expenditures for new/expanded pans distribution facilities, investments in new 
pans systenisi/software, etc.) 


Margin Targets: Develop Caterpillar enterprise margin targets at the parts 
product level (i,c. Undercarriage, GET, engine parts, drivetrain, etc.) and by 
industry' in the future when industry-specific parts data becomes available. 

Identify the products / industries where there are gaps between target and actual 
margins, and work with pans business table participants to develop action plans 
for cost reduction, resourcing, design changes, price realization, etc. to improve 
margins, Review margins and the status of improvement actions at quarterly parts 
business table meetings. In addition, dealer gross margins (i.e. difference 
between Suggested Consumer Price and Dealer Net Price) would also be 
established. The main business table participants the WW Pans Management 
Group w'ould interface with arc: Purchasing, Component Groups, and Parts 
Pricing, 


3 , Sales/Share Targets: Develop targets for sales grow'tb / FOPS-C at the parts 
product level aixl by industry in die future w’hcn industry-specific parts data 
becomes available. Identify products / industries v’here there are gaps between 
target and actual sales/POPS-C and work with parts business table participants to 
develop action plans to improve (i.e. new customer offerings, parts marketing 
programs, improved parts availability, price/'saies variance- actions, etc.), 
Participate in the parts S&OP process to track progress toward meeting 
salesTOPS-C taigels, and establish corrective actions when the saies/POPS-C 
forecasted in die S&OP falls short of target. The main business table participants 
the WW^ Parts Managancnt Group would inierl'acc w'ith arc; M&PS COE, DSDs, 
Parts Pricing. S&OP Group in Logistics Div. 


4, 


Cost Targets: Develop cost targets at the pans product level, which are a function 
of compeiitively-bBsed price levels and margin targets and/or an understanding of 
the level needed to achieve I.ow Cost Producer status. Identify parts products 
needing cost reduction to ensure healthy margins and work with parts business 
cable participants to develop action plans for material cost reduction, 
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manufacturing cost reduction, resourcing, design changes, etc. to reduce cost, On 
an annual bajfis, work with Purchasing to establish the ATS material cost plan (for 
example “hold cost increases to half of inflation”). The main business table 
participants the WW Parts Management Group would interface with are: 
Purchasing, Component Groups, and MBD Product Groups. 

5. NFI: Actively engage with the MBD Product Groups and Component groups 
during tire NPI jrroccss. Provide input on parts and service related elements of 
macriine &. engine NPI programs. Work with NPI teams to ev'aluate design 
alternatives lo ensure an appropriate balance is achieved between initial machine 
cost and downstream parts profit. Provide analysis and recommendations to 
machine product groups and component groups regarding component design, the 
use 0 f proprietary vs. off-the-shelf components, CAT branding of purchased 
compo nents, etc. The main business table participants the W W Parts 
Management Group would interface with are: MBD Product Groups, Component 
Groups, and M&PS COE. 

6. Distribution Ser\dces Attributes; Work with DSDs to understand how CAT can 
help d&ders deliver product ^pport excellence. Provide solutions to dealers in 
critical areas, such as availability, capacity, capability, parts merchandising 
programs, etc. The main business table participants the WW Parts Management 
Group would interface with are: DSDs & M&PS COE. 

Customer OfferinRs: See NPI. In addition, define customer ccnhic solutions, 
such as Repair Options, Customer Service Agreements, etc. The main business 
table participant the WW Parts Management Group would interface u'ith are 
M&PS COE & DSDs. 

8. Par ts Pricing/Sales Variartce: Develop the annual parts price plan based on EO 
price realization targets, analysis from the Parts Pricing group (actual vs. target 
price premiums, actual ^^s. target margins, competitive price action, currency 
impacts, etc.), and input from MBD indusuy groups. Ihe proposed price plan 
will optimize price realization and support .sales and POPS-C goals. Key business 
tabic participants the WW Parts Management Group would interface with are; 
M&PS COE, Parts Pricing, and MBD Industry & Product Groups. 

9. Availability: Develop targets for parts availability and monitor actual 
performance vs. target. When actual performance doesn’t meet target, work with 
CAT Logistics to ideniily ihc reasons for the shortfall, establish corrcclive 
acrions, and work witJi business table participants lo execute those actions, Key 
business table members the WW Parts Maoagemem Group wnli work with are: 
Ptirchasing and CAT component groups (to ensure on-time parts delivery goals 
are met); CAT Logistics (to en.sure proper management of parts supply within the 
logistics organization); and Distribution Servhees Divisions (to ensure dealer 
capability to meet customer parts demand and manage dealer parts inventories). 


CaierpilJai Confidential: Yellow 


6/23/09 

Closing Book page 31 at 39 


CONFIDENTIAL 


?wC-CAT-000025D5 


Confidential Tmatmonf RoniiesJRd bv PwC 


PwC PSl CAT 00003907' 



545 


From: CN=Steven R. Wil!iams/0U=US/0U=TLS/0=PwC 

To: CN=Thomas F. CkJinrt/OU=US/OU=TLS/0=PwC@Americas-US 

Sent: 11/04/2008 07:54:37 PM EST 

CC; CN=Ed Bodnam/OU=US/OU=TLS/0=PwC@Americas-US 

Subject Re: is tomorrow really the only shot with DBB? 


"3. PMs in US will put some pressure on the parts profit model. These guys 
are really bought into the PM is king concept We are going to have to create 
a story that will put some distance between them and parts (eg. all the parts 
that are noncurrent) to retain the benefit. Gel ready to do some dancing." 

What the heck. We'ii ail be retired when this comes up on audit. 

Bodnam and chris Dunn will have to solve it 

Baby boomers have their fun, and leave it to the kids to pay for it 

This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, stale or local tax penalties. 

— ~ Original Message 

From: Thomas F. Quinn 
Sent 11/04/2008 06:15 PM CST 
To: Steven Wiliams 
Cc: Ed Bodnam 

Subject: Re: is tomorrow really the only shot with DBB? 

Steve, 

1. The meeting with DB is pretty key. See note below. Timing is critical. At 
most we will have one more day. I am sure Dave wilt want to send a deck to 
Rapp in advance of their meeting on the 7tti. 

2. include a slide that shows the items for further work. Notsure we wili be 
able to do them now - but lets keep track. 

3. PMs in US v;iii put some pressure on the parts profit model. These guys are 
really bought into the PM is king concept. We are going to have to create a 
story that will put some distance between them and parts (eg. all ttie parts 
that are noncurrent) to retain the benefit. Get ready to do some dancing. 


Robin D Beran/OS/Caterpillar 
10/30/2008 10:26 AM 


To 

Sherie Hittinger/0C/Cate,'pii!ar@C3terpiilar 
cc 

Dave B. Burritt/OG/Caterpillar@Caterp«l!ar, Rodney J Perkins/0S/Caterpi!lar 
Sut^ect 

Re: Ready?Link 
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We will be ready for 5th- Will be ready for 7th if weYe on same page as Dave 
and major differences don't arise. VW!! get materials to Dave yet this week so 
he can review before the 5th. 

Robin D- Beran 

Director. Global Tax & Trade 

08-AB4295 

Phone: (309) 675-4478, tie line; 7-725-4478 
Fax; (309) 675-1753, e-mail: beranrd@catcom 

This e-mail, incioding attachments, may include confidenfial and/or proprietary 
information, and may be used only by the person or entity to which it is 
addressed, if the reader of this e-mail is not the intended redpient or his 
or her authorized agent, the reader is hereby notified that any dissemination, 
distribution, or copying of this e-mail is prohibited, if you have received 
this e-mai! in error, please notify the sender by replying to this message and 
delete this e-mail immediately. Thank you. 


Sherie Hittinger/QC/Caterpillar 
10/30/2008 10:14 AM 


To 

Robin D Beran/QS/Caierpillar@Calerp!llar 
cc 

Dave B. Burritt/OG/Caterpil!ar@Caterpillar 

Subject 

Ready? 


Caterpillar; Confidential Green Retain Until; 1 1/29/2008 

Robin - ! set up two meetings regarding the Tax Project w/ Business 
Realignment. 1) Nov 5 - Attendees; DBB/BMH/RDB/RJP; 2) Nov 7 - DBB & EJR. 

The question is ... wilt you be ready to meet with Dave on the 5th and will he 
then be ready for his meeting with EJR on the 7th7 

Rgds, Sh 


Thomas F. Quinn ! Int’l Tax Services t PricewaterhouseCoopers | Telephone; ■►I 
312 293 2733 I Mobile; +1 847 867 2401 1 thomas.f-quinn@us, pwc.com 


Steven R, Williams/US/TLS/PwC 
11/04/2003 04;11 PM 
Local; 703-918-3339 
Inti; cell 202 492 6666 
"Reply to A!!" is Disabled 

To 

Thomas F. Quinn/US/TLS/PwC, Ed Bodnam/US/TLS/PwC 
cc 

Subject 

is tomorrow really the only shot with DBB? 
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Seems like we have a lot of open items ttwtwe could really spend time on 

— big picture {global company vs US entrepreneurehip vs US tax footprint), 

— snapshot vs longer term view 

— modeling benefits under alternative scenarios. 

. . that we ought to spend more time fijdng this befwe the Big Decision- is 
that like next week when DBB meets with Raap? 

Also, just curious- say they decide most PMs stay in US. How do we retain 
CSARL parts profit if those "US entrepreneurs" claim both machine AND parts 
profit? 

Steve 


Steve Williams \ Managing Director j Global Transfer Pricing j 
PricewaterhouseCoopers f Telephone; +1 703 918 3339 | Mobile; +1 202 492 6666 j 
Steven. r.wil!tams@us,pwc, com 


This document was not intended or written to be used, and it cannot be used, 
tor the purpose of avoiding U.S. federal, state or local tax penalties. 
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CATERPILLAR* 


100 NE Adams Street 
Peoria, Illinois 61629-6490 


* * ^ CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION ** * 

Summary of Caternillar Operations and Restructuring of Caterpillar Sari 

Further to our recent discussions and correspondence concerning your inquiry into 
Caterpillar’s international tax practices, we thought that it might be helpful to provide 
you additional information on Caterpillar and, in particular, on the foreign operations and 
restructurings of Caterpillar Sari. We ask that you consider this additional context as you 
review what you have learned thus far in your inquiry. 

Executive Summary 


Caterpillar has a high effective tax rate, maintains a very large U.S. 
manufacturing footprint, claims no U.S. tax deferral on sales in the United States or on 
export sales, and has not accumulated substantial offshore cash that has not already been 
subjected to U.S. tax. With respect to its foreign operations, Caterpillar uses standard 
lawful international tax planning that any responsible multinational enterprise would use. 
This planning is both appropriately conservative under applicable law and of relatively 
limited effect in terms of reducing Caterpillar’s U.S. tax bill (hence the high effective tax 
rate, absence of significant offshore cash, etc.). We respectfully submit that Caterpillar is 
not an example of a multinational engaged in aggressive international tax planning, and 
that expanding the Subcommittee’s inquiry further will not serve to illuminate any 
particularly important international tax policy issues. 

We understand that you are interested in the fact that Caterpillar Inc. was removed 
from the supply chain of U.S. -.sourced parts manufactured by unrelated parties for 
Caterpillar Sari to sell into foreign markets. We liope that this paper will clarify the 
relevant facts and will explain how Caterpillar has complied with both the letter and spirit 
of relevant U.S. law in carrying out this restructuring and in operating the supply chain 
on an ongoing basis. Removing Caterpillar Inc. as an unnecessary purchaser in the 
supply chain resulted in additional deferral of U.S. tax relative to the prior structure, but 
this reflects flaws in the prior structure rather than anything inappropriate or aggressive 
about the resulting structure. Moreover, Caterpillar Sari has fully compensated 
Caterpillar Inc. for all property and services provided by Cateipillar Inc. in connection 
with the restructuring and ongoing operation of the supply chain. The economic 
substance doctrine — which prevents taxpayers from engaging in unnecessarily 
complicated transactions in order to accomplish tax results not foreseeable by tax policy 
makers — is simply not relevant to the elimination of Caterpillar Inc. from this supply 
chain. The tax consequences of business decisions of this nature are governed by specific 
legal regimes (such as subpart F and the transfer pricing rules) that explicitly address the 
measurement and deferral of income in these situations. It is well established that these 
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basic structuring decisions are not subject to second-guessing under the economic 
substance doctrine. 

Caterpillar’s Business. Organization and Reporting 

Caterpillar is the world’s leading manufacturer of construction and mining 
equipment, diesel and natural gas engines, industrial gas turbines, and diesel-electric 
locomotives. Caterpillar is a leading exporter of products to global customers, providing 
more than 300 products available to customers in approximately 1 80 countries around the 
world. In fact, from 2008 through 2012, Caterpillar exported more than $82 billion of 
products from the United States, supporting thousands of Caterpillar jobs in the United 
States as well as thousands of additional jobs at U.S. suppliers who provide components 
to Caterpillar for those exported products. The marketing, distribution and other support 
functions of Caterpillar Sari, and its foreign affiliates, play a vital role in the support of 
these U.S. exports. About 70 percent of Caterpillar’s sales and revenues are from outside 
of the United States, and over the decades, Caterpillar has grown its international 
operations to include facilities on six continents to support the provision of products to 
these global customers. 

The Executive Office of Caterpillar is comprised of five Group Presidents, a 
Senior Vice President and a CEO. The Group Presidents are accountable for a related set 
of end-to-end businesses that they manage included within a segment. Caterpillar has 
four reportable segments in which separate profitability is determined. The reportable 
segments include Construction Industries, Resource Industries, Power Systems and 
Financial Products. With the exception of Financial Products, each reportable segment 
manages a product portfolio that supports a particular customer base and is responsible 
for strategy, design, management, development, marketing, sales and product support 
related to the product falling w'ithin the businesses managed by that segment. That is, 
each aspect related to the product included in that segment, from design, to manufacture, 
to sale, and to provision of replacement parts and servicing is determined by the Group 
President through appointed Vice Presidents and managers assigned to the businesses in 
that segment. 

Reportable segment profitability is determined based on revenue and costs 
managed by each segment. This includes external sales and internal transfers to other 
segments less the related cost of goods sold, selling, general and administrative expenses 
and research and development expenses. Replacement parts are managed as an integral 
part of each segment. Profitability of replacement parts for products falling within a 
segment is not separately determined or reported, either internally or externally. 

Caterpillar Sari’s Operations Comply With U.S. Tax Law 

1. Historical Background of Caterpillar Sari 

Since the 1960s, Caterpillar Sari (including, for purposes of this discussion, its 
predecessor entity) has built, grown, and maintained marketing and sales relationships 
with dealers and customers in foreign markets. Caterpillar Sari and its foreign affiliates 
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have been the principal sellers of replacement parts, machines and engines to foreign 
dealers in Europe, Africa, Middle East and Asia for over 50 years. These activities are 
run from Caterpillar Sari’s offices in Switzerland and in Singapore and are a critical 
component of Caterpillar’s business model. This was true both before and after the 
restructurings that occuned in 1999 and in the early 2000s. 

2. Restructuring of Caterpillar Sari Operations 

In 1999 and in the early 2000s, Caterpillar Sari engaged in a restructuring 
involving a series of steps that included a change to the supply chain of parts, engines and 
machines. Aspects of this restructuring included Caterpillar Sari not only becoming 
responsible for the global foreign parts purchasing function in which purchased finished 
parts were purchased directly from third-party suppliers (rather than through Caterpillar 
Inc.) but also becoming the principal in certain contract (toll) manufacturing 
arrangements for producing engines and machines in Europe. The LI.S. tax impact of this 
restructuring has been decidedly mixed, as Caterpillar Sari has generated losses in its role 
as principal in the contract manufacturing aiTangenients. But in further establishing 
Caterpillar Sari as the entrepreneur for various foreign markets, no attempt was made to 
“cherry pick’’ in the sense of leaving loss-making roles in the United States and frying to 
protect Caterpillar Sari from such losses. 

In connection with this restructuring initiative, and tlie related assumption of 
additional functions and risks by Caterpillar Sari, Caterpillar Sari licensed intangible 
property of Caterpillar Ino. to make, purchase, use. market, offer for sale, sell and/or 
import Caterpillar products in exchange for an arm’s length annual royalty payment. In 
connection with the restructuring, there has been substantial movement of personnel with 
significant responsibilities within, and to, Switzerland including: (i) the promotion of a 
V!ce-Pre.sident a.s a new Group President responsible for all of EAME operations, (ii) the 
movement of several Product Managers to Switzerland, and (ill) the appointment of a 
Parts Purchasing Manager in Switzerland. Further, the Worldwide Parts Manager was 
later located in Switzerland together with a newly appointed Vice-President in Singapore. 

It is important to keep tlie context of the overall restructuring initiative in mind in 
evaluating the restructuring of the supply chain for purchased finished replacement parts. 
Looking at purchased finished replacement parts in isolation may yield a distorted view 
of both the tax benefits of this restructuring activity and the non-tax business changes that 
it involved. This is particularly the case since profitability is determined on a segment 
level, and replacement pails are managed as part of each segment. Profitability of 
replacement parts for products failing within a segment is not separately determined or 
reported, either internally or externally. 

3. An Unnecessary Purcha.ser in the Supply Chain of Purchased Finished 

Replacement Parts Was Eliminated 

Prior to 1999, purchased finished replacement parts acquired by Caterpillar Sari’s 
predecessor from U.S.-based suppliers were acquired through Caterpillar Inc. In 1999, 
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Caterpillar Sari began purchasing finished replacement parts directly from unrelated 
U.S. -based suppliers, with Caterpillar Sari ordering the parts directly. 

Standard prudent international tax planning calls for, and U.S. tax law allows, 
Caterpillar Sari to purchase these parts from the unrelated manufacturers directly and 
then sell the parts to Caterpillar Sari’s unrelated dealers and customers, because 
“unrelated to unrelated” purchases and sales clearly do not give rise to subpart F income. 
Having Caterpillar Inc. serve as an intermediary between the unrelated manufacturers and 
Caterpillar Sar! ran contrary to standard prudent tax planning, by inserting an 
unnecessary related-party into the transaction and creating unnecessary subpart F income. 

The elimination of the related-party purchase and sale transaction from the supply 
chain as part of the restructuring prevented Caterpillar Sari from generating subpart F 
income in connection with the sales of these products to its foreign dealers and 
customers. In addition, as a function of the increased risks and responsibilities assumed 
by Caterpillar Sari under the new arrangement. Caterpillar Sari earns more profit under 
the arm’s length standard than wa.s the case when Caterpillar Inc. bore these risks and 
responsibilities. 

The Elimination of the Unnecessary Purchaser of Parts Supplied to Caterpillar Sari 
Complies With U.S. Tax Law 

1. Caterpillar is Free to Structure Transaction Flows in Such a Wav as to 
Permit a Foreign Entity to Purchase Products that the Foreign Entity 
Markets and Sells 


The fact that a company may have structured its transaction flows one way for 
some period of time does not prevent the company from structuring its transaction flows 
in a different way later. Of course there must be compensation for any property 
transferred and services performed in connection with any restructuring, as there w'as in 
Caterpillar’s case, but changing a supply chain structure is not, in and of itself, a taxable 
event. A multinational group’s decision to have a foreign subsidiary pursue a business 
opportunity requires no “exit fee” in the form of compensation to the U.S. parent 
company — rather, it is the transfer of property rights and performance of services that 
may require such compensation. See, e.g., HCA v. Comm 'r, 81 T.C, 520 (1983). As 
described below, Caterpillar Sari has fully compensated and continues to fully 
compensate Caterpillar Inc. for all relevant property rights and services that Caterpillar 
Inc. has licensed and provided to Caterpillar Sari. No separate compensation was 
required for the business opportunity as such. 

2. A “Transfer” of a Nehvork of Supplier Relationships Is Not a Taxable 
Transfer of Property 

There was no taxable transfer of intangible property as a result of the mere fact 
that Catei-pillar Inc. used to purchase from a particular set of unrelated manufacturers, 
and now Caterpillar Sari does so. While legislative proposals have been introduced to 
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broaden the relevant definition of intangible property in order to create taxable events 
with respect to supposed transfers of various amorphous, non-legally-protectcd intangible 
qualities (e.g., assembled workforce), current law does not define intangible property so 
broadly. See, e.g., Veritas Software Corp. v. Comm 'r, 133 T.C. 297 (2009). 

3. Caterpillar Sari Has Fully Compensated Caterpillar Inc, for All Property 
and Services Provided by Caterpillar Inc. 


Caterpillar Sari fully compensated (and continues to fully compensate) Caterpillar 
Inc. under the arm’s length standard for all intangible property and services provided by 
Caterpillar Inc. in connection with the transition to (and ongoing operation of) this 
restructured supply chain. Caterpillar Sari pays Caterpillar Inc. an ongoing annual 
royalty of 4-6 percent of Caterpillar Sari’s gross revenue (less returns, discounts, and 
sales, use, or turnover taxes) associated with the licensed business. Under this 
arrangement, Caterpillar Inc. has paid an immediate U.S. tax on approximately 3S percent 
of the total system profit from the licensed business. This allocation of profit to the 
licensor exceeds the 25-75 percent “rule of thumb” profit split articulated by the U.S. Tax 
Court in Ciba-Geigy Corp. v. Comm 'r, 85 T.C, 172 (1985). In fact, in 2012, both 
Caterpillar Sari and Caterpillar Inc, had the same return on sales of approximately 9 
percent demonstrating that Caterpillar Sari does not have an unreasonably high return on 
its business. 

Caterpillar Sari also pays Caterpillar Inc. a service fee of cost plus 5 percent for 
services rendered by Caterpillar Inc. in connection with the purchasing and logistics 
functions. Caterpillar Inc. thus has substantial U.S. taxable earnings on all work that it 
has carried out for Caterpillar Sari in connection with the restructuring and ongoing 
operation of the supply chain, as required under the arm’s length standard. 

4. The Economic Substance Doctrine is Not Relevant to the Caterpillar Supply- 

Chain Restructuring 

The economic substance doctrine prevents taxpayers from engaging in 
unnecessarily complicated transactions in order to accomplish tax results that could not 
be specifically foreseen by tax policy makers due to the unpredictable interactions 
between various tax rules as applied to a particular highly engineered set of transactions. 
When relevant, the doctrine requires some demonstration of a meaningful change in 
economic position due to the various steps of a transaction and/or a non-tax business 
purpose for the various steps. The doctrine is not relevant to supply-chain restructurings 
that actually simplify the relevant transaction flows and produce no tax savings other than 
those specifically contemplated and controlled by detailed tax rules. Instead, the transfer 
pricing and subpart F rules govern the allocation and deferral of income resulting from 
these basic supply-chain arrangements. 

The Congress explicitly confirmed this point when it codified the economic 
substance doctrine. See Joint Committee on Taxation, Technical Explanation of the 
Revenue Provisions of the " Reconciliation Act of 2010, " as Amended, in Combination 
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with the "Patient Protection ai-tcl Affordable Care Act, " JCX-18-10 (Mar. 21, 2010), at 
152-53 (noting that, “under longstanding judicial and administrative practice,” certain 
basic business decisions are respected “even if largely or entirely based on comparative 
tax advantages,” including “a U.S, person’s choice between utilizing a foreign 
corporation or a domestic corporation to make a foreign investment” and “the choice to 
utilize a related-party entity in a transaction, provided that the arm’s length standard of 
section 482 and other applicable concepts are satisfied”); see also Internal Revenue 
Service, LB&I Directive for Industry Directors, et al. regarding Guidance for Examiners 
on the Codified Economic Substance Doctrine and Related Penalties (EB&I-4-071 1-015), 
July 15,2011 (confirming same). In other words, decisions of this nature are not subject 
to second-guessing under the economic substance doctrine, because they are already 
policed by other highly developed legal regimes (i.e., the subpart F and transfer pricing 
rules). 

5. Caterpillar Sari is Not Required to Maintain Inventory Outside the United 
States 


Caterpillar Sari maintains parts inventory in the United Slates or in transit through 
the United States and sells this inventory to foreign dealers and customers without taking 
physical possession of it in Swdtzerland or Singapore, as the case may be. The fact that 
the parts arc generally not physically shipped to Caterpillar Sari in Switzerland or 
Singapore does not render the arrangement a sham. Entities (and people, for that matter) 
can own property and incur related risks in places other than where they happen to be 
located. In fact, the export property exception under section 956(c)(2)(B) specifically 
envisions that CFCs may own property physically situated in the United States, for export 
to “foreign countries” (i.e,, not just the one w'here they happen to be located). There has 
never been a general requirement that property be physically shipped to a particular 
income-earning location in order to satisfy subpart F or transfer pricing rules. 

Caterpillar Bears a High Effective Tax Rate Because its Overall Business 
Operations and Transaction Structures Tilt Heavily in Favor of U.S. 

Manufacturing, U.S. Exporfs, and Transactions Subject to Immediate U.S. Tax 

1. High Effective Tax Rate 

Compared with other large multinational enterprises. Caterpillar has a high 
effective tax rate (30.5 percent in 2012). This high effective tax rate reflects Cateiyiillar’s 
large business presence in the United States and in other high-tax countries around the 
world. 

2. No Deferral of U.S. Tax on Sales in the United State.s or on Export Sales 

Caterpillar does not attempt to benefit from low foreign tax rates or deferral of 
U.S. tax with respect to sales into the U.S. market. Caterpillar also does not benefit from 
low' foreign tax rates or deferral of U.S. tax with respect to a considerable portion of the 
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group’s sales into foreign markets, as many of these sales are either U.S. export sales or 
give rise to income taxable on a current basis under subpart F (or both). 

In fact, for the years 2010 to 2012, approximately 38 to 65 percent of the U.S. 
taxable income of Caterpillar Inc. was attributable to Caterpillar Sari itcm.s — either as 
royalties or service fees received from Caterpillar Sari or as subpart F income (and gross- 
up) resulting from Caterpillar SarPs activities. Further, for this period. Caterpillar Inc. 
included approximately 25 to 36 percent of the income of Cateipillar Sari as subparf F 
income. 

3. Maintains No Substantial Offshore Cash 


Caterpillar’s foreign subsidiaries do not hold substantial cash beyond their own 
working capital needs, and what cash they do currently hold could be repatriated if 
needed without incurring further U.S. tax cost, because so much of their income has 
already been subject to cinrent U.S. taxation under subpart F. 

4. Uses Standard Prudent International Tax Planning Consistent with Letter 
and Spirit of Applicable Rules 

Caterpillar needs to have substantial foreign operations to facilitate its exports and 
serve its customers around the world. With respect to these operations, Caterpillar 
engages in standard prudent and lawful international tax planning to obtain the benefit of 
lower foreign tax rates as well as deferral of U.S. taxes on foreign earnings to the extent 
permitted under U.S. and foreign law. Caterpillar Sari, a low-tax foreign sub.sidiary, sells 
into many foreign markets, having developed these markets for over 50 years through its 
substantial operations in Switzerland and Singapore, where the global parts manager and 
several product managers are located. Some benefit of lower foreign rates and deferral of 
U.S. taxes result from this structure. However, this is an unremarkable tax result in view 
of the substantial business presence maintained in Switzerland and Singapore and the fact 
that Caterpillar Sari buys in relevant part from unrelated suppliers and sells to unrelated 
foreign dealers and customers. In addition, a significant portion of the system profit even 
on these transactions is subject to immediate U.S. tax due to large royalties and service 
fees paid by Caterpillar Sari to Caterpillar Inc., as discussed above. 

Conclu.sion 


In sum, the arrangements governing Caterpillar Sari’s purchases and sales of 
finished replacement parts from unrelated suppliers comply with all applicable tax rules 
and indeed rellect entirely unexceptional prudent tax planning. Any U.S. -based 
multinational with a need to source products from unrelated manufacturers for sales into 
foreign markets would be well-advised to structure tire relevant transaction flows in this 
manner. Caterpillar respectfully, but unequivocally, submits that these arrangements do 
not represent any abuse of the international tax rules. Caterpillar also respectfully 
submits that its high effective tax rate, large U.S. manufacturing footprint, very large 
exports and other U.S. taxable sales flows and lack of significant foreign cash 
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accumulation make it unattractive as an example for your Subcommittee of a 
multinational engaged in inappropriate tax planning. 
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Introduction to Caterpillar North America S.A.R.L, 

Legal Structure 

Caterpiiiar North America S.A.R.L. (CNAmSARL) is a Swiss limited liability company created m 
August of 2002. it is a direct subsidiary ot CalerpiHar S.A.R.L. (CSARL) and has one subsidiary 
of its own: Caterpillar of Canada Corporation. 


Figure 1; Corporate stnicfure relathjo to CNAntSARL 



Acronym: CNAmSARL 

Facility Code: WY 

Customer Code; Y,50W 

Formation Date: 2002 

Function: Trading Company Sales: Yes 

Accounting Services Provided by: Caterpiiiar Inc. (CAT Inc.) 

Employees; None 

Shareholder(s): Caterpiiiar S. A. R. L. (CSARL) 

Address; 76 Route de Frontenex 
P. 0, Box 600G 

CH-1211 Geneva 6, Switzerland 
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Functions 

CNAmSARL !S the iegai entity mar’keting company for Canadian dealers and certain sales to US 
dealers, tn this role, C.NAmSARL buys goods from Caterpillar's manufacturing subsidiaries and 
sells those goods to dealers, 

Ssies - Canada 

CNAmSARL's role in Canada is its most significant. Effective September 1 , 2002 it acquired the 
rights to the Canadian territory and the rosponsibiiity for sales of ail Caterpillar machines, parts 
and engines to Canadian Dealers. CNAmSARL v,riij not, however, make sales to any Canadian 
Original Equipment Manufacturer (OEM), 

Sales - US 

CNAmSARL's US dealer sales are limited to machines produced in Gosselies, Belgium or 
Grenoble, France and shipped from those factories on or after May 1 , 20Q3. CNAmSARL, 
however, will not be a party to any sale made through the North American Storage Program (or 
other loan machine account) or to the following dealers that are partially or wholly owned by 
Caterpillar: Caner Machinery (DlOO) or Pioneer Machinery (D050). 

Other Functions 

CNArnSARL has no employees. As a result is must pay other Caterpillar entities to perform the 
following functions in support of its sales: accounting, administration and marketing support. 
These relationships and associated fees are discussed in more detail later. 

Purpose 

CNAmSARL was created and assigned it roles as part of a broader corporate initiative that brings 
most of Caterpillar’s sales outside the United States under the umbrella of CSARL in Geneva, 
Switzerland. 

Accountable Impact 

CNAmSARL v;as created and implemented with the understanding that there be no impact on 
Caterpillar's accountable profit center repotling systems. While significant changes were made to 
our legal entity reporting systems, the objective of zero accouniable impact was met, 

Changes 

CNAmSARL was created and implemented through the 6 Sigma process and significant effort 
was made to ensure that all Canadian, Swiss, and US regulalory requirements were met and 
controls were in place to maintain compliance over time. Because this structure is sensitive to 
three different reguiatoiy environmenls any proposal to change processes or accounting 
procedures relating to CNAmSARL should be carefuiiy evaluated and include input from the 
contacts listed below. 

Contacts 

Canada 

Gary Vest. Caterpillar internalionai Tax Manager. Western Hemisphere 
(309)675-4482 


Rod Perkins, Internalionai Tax Manager, Europe Alrica and Middle East 

( 309 ) 675-4499 

CNAmSARL Accounting 

Paul Thompson, Corporate Accounting Services, Accounting Supen/isor 

( 309 ) 675-5003 

CSARL Accounting 

Fred Rydel!, CSARL. Corporate Accounting, Supervisor 
+41 22 649 4638 
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CNAMSARL Sales and Sales Variance 

Sales: 

Canada 

All sales of product to Canadian dealers are recorded on legal entity WY cooks -with the exception 
of OEM sales. Legal entity N4 records Canadian OEM sales because these sales are actually 
made to US parent companies and drop shipped to Ca.nadian manufacturing subsidiaries. 


US 

Sales of Gosseiies (legal entity 25) or Grenoble (iega! entity 37) sourced machine prime product 
to U.S. territory dealers are also recorded on legal entity WY bocks (exceptions: North American 
Storage Sales and other loan account sales, Ga.ner Machinery D10O and Pioneer Machinery 
D050 all of which are booked to 01). All ot.hcr sales of produc! to U S. dealers are recorded on 
legal entity 01 books (machines and pads) or legal enirty N4 books (engines and parts). 

Accountable Profit Center 

All sales to U.S. and Canadian dealers are reported as NACD (machines and parts) or EPD 
(engines and parts) sales from a bu sines s unit perspective. 

Sales Variances: Ail sates variances related to sales to Canadian deale.'s are recorded on legal 
enlily WY hooks and all sates variances related lo sales to U.S. dealers are recorded on legal 
entity 01 (machines and pans) and legal entity N4 (engines and parts) books, with the iollowing 
exception: 


• For Gosseiies (legal enlity 25) or Grenoble (legal entity 37) sourced machine prime 
product sold to U.S. dealers (lecorded as sales on legal entity WY books with the 
exceptions noted above): 

0 Legal entity WY records cash discounl. 

0 Legal enlily WY records invoice discounts, if any. 

o Legal entily 01 {machines only) records post sale credits and merchandising 
accrual. 

All sales variances for U.S. and Canadian dealers are recorded in the appropriate sales variance 
category on legal entity 01 . N4 or WY books 

All sales variances for U.S. and Canadian dealers are reported as sates variances on NACD 
(machines and parts) or EPD (engines and parts) business unil rosulls 


Adjusting entries are recorded by legal entity 01 (Sales/Cost of Sales Supervisor) lo appropriately 
move and relied post sale credit and commercial goodwill items as SG&A expense from a 
consolidated legal entity basis. The detail supporting this adjusting entry can be found in the 
Fees section ot this document under "Product Promotion and Support Services Fee". 

Please refer io the Receivables section for further information on recording of receivables 
originally booked on legal enlity WY books at time of sale, but subsequently sold to legal entrly 90 
or Olbooks. 
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November 26, 2013 


*** CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION *** 

Response of CaterpUiar Inc, to Inouirv Relating to Treatment and Use of Offshore Funds 

This document sets forth a supplemental response to Caterpillar Inc.’s (“Caterpillar” or the 
“Company”) November 6, 2013 partial re.sponse to Question 6 contained in the Subcommittee’s 
questiomtaire dated October 15, 1013. 

Caterpillar requests co nfidential treatment of this response, as it contains Company confidential 
and proprietary information, the relca.se of which would damage Caterpillar and potentially assist its 
competitors, paiiicularly its non-D.S. competitors such as Komatsu, Hitachi, Sany. and Volvo. 

6. Please provide the dollar amount of your company’s profit before tax that was attributable 

to the PFRP business for CSARL for each year from 1999 through 2012, earned from 

Inventory stored and shipped from a U.S. w'arehouse. 

On November 6, 201 3, Cateipillar provided to the Subcommittee the amounts of total CSARL 
purchases of PFRPs (at standard cost) and the amounts ofPFRPs that CSARL held in a U.S. warehouse 
for the years 20 1 1 and 2012. As a suppiemeni to that response, set forth below are the data for the years 
2003 through 2012. 

With respect to the November 6, 2013 partial response, we would like to clarify that the amount 
of CSARL purchases of PFRP reflected in that chan included inventory that CSARL did not acquire 
beneficial ownership offer U.S. tax puiposes. In many situations, third party .suppliers desire to sell parts 
to only one legal entity in the Caterpillar group. As an accommodation to the .supplier, CSARL sen'es as 
the sole contracting parly vis-a-vis the supplier in these cases. Thus, CSARL not only purchases 
inventory on its own behalf for non-U. S. inarket.s, but also acquires title ownership of inventory for The 
U.S, market and then immediately transfers title to this inventory' on to Caterpillar {“Flash-Titled 
Iti>’cntory”), The Plash-Titled Inventory is immediately “resold” by CSARL to Cateipillar at the same 
price that CSARL purchased the Flash-Tilled Inventory' from the third-party U.S, supplier, and therefore 
all profit from the subsequent sale of the Flash-Titled Invenioiy is reported by Caterpillar in the United 
States. Caterpillar assumes all freight costs, contract packager costs and all other out-of-pocket costs or 
expenses associated with the Flash-Tilled Inventory, which include insurance charges associated with the 
Flash-Tilled Inventory, from the date of CSARL’s acquisition of the Flash-Titled Inventory froni the 
third-party U.S, .supplier, 

The table below reflects the CSARL inventory purchases (both including and excluding Flash- 
Titled Inventory), as well the CSARL inventory held in a U.S. warehouse for each of the years 2002 
through 2012. The column of Flash-Titled Inventory- includes some small stock record inventory 
adjustments. 
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As indicated in Caterpillar's prior response, (he amounts set forth above include only the 
purchases by the CSARL entity and do not include purchases made by subsidiaries of CSARL that are 
disregarded for U.S. Federal income tax purposes. It should also be noted, however, that the purchases by 
eSARL’s disregarded subsidiaries arc all made from non-U.S. suppliers. This mean.s that if those 
amounts were included, the percentage of CSARL’s total purchases that are held in a U.S. warehouse 
would ftirther decrea.se. 

As a follow-up to Caterpillar’s November 6, 2013 submission, the Subcommittee rec]ue.sted that 
Caterpillar provide the percentage of CS.ARL’s total PFRP inventory that was resold to Cateipillai Inc. 
The Subcommittee also asked whether all purchases not held in a U.S. warehouse were held in a non-U, S. 
warehouse. 

Set forth below is the percentage of CSARL’s total PFRP inventor)' that was sold to Caterpillar 
for the years 2003 through 2012. This percentage is calculated as the total PFRP inventory sold by 
CSARL to Caterpillar (excluding Flash-Tilled Inventory) bears to the total PFRP inventory purchased by 
CSARL for the respective year (excluding Flash-Titled Inventory). 
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We are working to prepare this information for years 1999 through 2002. Finally, please note 
that inventory that is not reflected on the first schedule above as held in a U.S. warehouse would cither be 
held in a non-U, S. warehouse by CSARL or in transit. 
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5. Please provide the portion of COSA or CSARL’s profit before tax attributed to the (a) 

replacement part and (b) purchased finished replacement part (PFRP) business for each of 
the years please indicate tbc portion of profit before tax 

attributable to sales in Switzerland. 


Caterpillar^ reporting and compliance processes do not determine profit before tax on CSARL's 
replacement parts sales. There are no existing files or reports that provide the requested profit before tax 
data. In years where available data content and format permit, we executed a supplemental process to 
make a good faith estimate of CSARL's profit on replacement parts sales. This process included the 
following steps and limitations: 

• identify- replacement part.s sales transactions using source data files created for transfer pricing 
compliance purposes, These file.s also include sales data for machines, engines (power systems) 
and components. 

c 


• Quamif}’ net sales, co.st of sales and gross margin. This step relies on general ledger account 
coding conventions. 

• Subtract operating cost estimates to arrive at an estimated operating margin. This requires many 
broad allocations across machine sales, engine sales, parts sales, component sales and freight. 
Allocated items include: 

o Saie.s General & Admin Costs; 
o LIFO inventory adjustment; 
o Commissions and services; and 
o Hedging gains and losses 

• License fees were estimated by extending net sales by the primary rate in effect for CSARL’s 
fiscal period, As CSARl/s fiscal year ends November 30 and royally rates are determined on a 
calendar-year basis, there is imprecision in the expense measurement when rates change between 
calendar years. 

• An estimate of non-operating items (miscellaneous expense) is allocated to CSARL’s parts 
Transactions to arrive at a net profit estimate. 

• Intere.st expense and currency gains and losses are e.xcluded from the estimate. 

• This estimate is limited to profits from parts sales and does not take into account the significant 
manufacturing losses of CSarl. 

The chan below provides this estimate of CSARL’s profit before tax on its commercial s ales of 
pans for the 

■■|■■||||■^^■||||||||■ The allocation of the profit to the ponion of profit before 

tax attributable to sa!e.s in Switzerland is not available. 
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Measure;! Estimated Cal SftRL Profit before Tax ]cumencyiiuSDoiia*si Romu8iia;| amounti imhousands | 


Type of Product Sold 
Replacement Parts 

PurcHased Finished 
Replacement Parts 


Year 



■ Rcgiacsmeni Parts' amounts reflen ar Cel SAHL parts sates, -pipebased Finished R^bcemeTlParB-is a sifc-seti^'Reptecement Parts". 
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10. With regard to the replacement parts business, for each year from 1999 through 2012, 

please provide the following information: 

• The percentage of your eompany’s worldwide headcount and payroll assigned to the 
PFRP business and located in the U.S. 

• The percentage of your company’s worldwide headcount and payroll assigned to the 
PFRP business and located in Switzerland. 

Caterpillar does not have employees assigned to a replacement parts business, however there are 
organizations throughout the enterprise that support purchase, storage, movement, and sales of 
replacement parts. In the chart below, we have identified divisions participating in these activities and 
provided U.S. based and non-U. S. based headcount statistics for the years 2006 through 2012. We do not 
have data tor vears prior to 2006. 



iao^ 



mam 

2010 ! 



r 








Parts Distribution (Logistics}: 








US Headcount Hourly 

1266 

1377 

1528 

1549 

1663 

1773 

2167 

US Headcount Management 

1134 

1158 

1273 

1142 

1242 

1448 

1452 

Total US Headcount 

2400 

2535 

2801 

2691 

2905 

3221 

3619 









Non-US Headcount Hourly 

588 

647 

779 

742 

893 

972 

1063 

Non-US Headcount Management 

643 

723 

844 

697 

763 

1055 

964 

Total nort-US Headcount 

1231 

1370 

1623 

1439 

16S6 

2027 

2027 









Global Purchasing: 








US Headcount Management 

699 

702 

625 

617 

574 

S85 

1036 

Non US Headcount Management 

599 

697 

716 

706 

650 

830 

1080 









Parts Pricing: 








US Headcount Management 

38 

43 

42 

29 

25 

28 

37 

Parts Pricing Non- US; 








Parts Pricin Corooratc (Geneva) 





i 

4 

4 

eurooe/ Africa/Middie East (Geneva) 

6 

6 

6 

4 

5 

6 

6 

Americas South (Bratii) 

6 

6 

6 

5 

5 

5 

5 

Asia Pacific 

6 

6 

6 

6 

6 

6 

7 









Parts Marketing Support US 

57 

73 

59 

61 

59 

93 

114 









Distribution Services Division: 








Americas US Headcount 




99 

102 

102 

104 

Non-US Headcount; 








Americas Non-U.S Headcount 




45 

47 

47 

47 

Asia Pacific -Singapore 




15 

15 

IS 

15 

Asia Pacific -outside Singaoore 




91 

91 

89 

88 

Europe/Africa/Middte East - outside Geneva 




49 

51 

56 

74 

Europe/Africa/Middle East (Geneva) 




70 

62 

59 

56 


P.ins DiSirihuilof! (l.ojisiics) - Pans Siwsge. Sfepmeni »n<J l>ciivciy 


(’a-is MarkaiCTfi Siappon Pans & Ssvicc* Miikenne AdmiRiStation, Pans Pfoduc! Tf^ning Maitsiais, Mamisnunce Marketms, Ptoduci Suppor! Admiiitsiralion 


i)ssmb',i;ioa Ssrvices Division - C'atsnpiiia s ioiertee wlb ihe dsaifrs Pfovnies assjsianceio Si* deatefswuf. regard lo dealer flnancis! bealih. marketing, pans on-hand 
inventory, pins ssrs ice shop traminj;. stc These Mrsonne ate Caietpiilar’s face to she dealers wirti tc^iect to pans sales 
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11. Please describe CSARL’s effective tax rate in Switzerland including in this description any 
agreements that your company entered into with Swiss tax authorities, whether national or 
cantonal. 

Under S-u'iss law, CSARL is taxed on its worldwide income, excluding income attributed to 
foreign branches and establishments, 

A. For Federal income tax (IFD), CSARL is taxed at the ordinary 8.5% rate. 

B. For Cantonal and Communal income Tax (ICC), CSARL is taxed under the regime of article 23 
of the Geneva Corporate Income tax Law (LIPM) taken in application of article 28.4 of the 
Federal fax law on the Harmonization of Cantonal Income Taxes (LHID). That regime is 
available to all companies having a commercial activity focusing predominantly on commercial 
transactions outside of Switzerland ("Auxiliary Status"). 

This regime primarily allows to tax revenue from foreign sources at a reduced tax rate and is 
subject to change ever}' live years. Effective with the 2007 ruling, CSARL is taxed on revenues 


from foreign sources in accordance with the following reducing scale: 

Turnover Up to CFIF 20 million 20% 

From CHF 20 Million to CHF 30 million 15% 

On condition that the profit before tax reaches CHF 25 millions 

- From CHF 30 Million to CHF 50 million 10% 

On condition that the profit before tax reaches CHF 40 millions 

- From CHF 50 Million to CHF 100 million 8% 

On condition that the profit before tax reaches CHF 75 millions 

From CHF 100 million 7% 

On condition that the profit before lax reaches CHF 125 millions 


Revenues not attributable to foreign sources are fully taxed at the ordinary rate. 

According to the above, the CSARL Swi.ss effective tax rate varies primarily based on the mix 
between revenues attributable to foreign sources and to Swiss sources. 
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15. Please describe any service or management function provided in the United States on 

behalf of eSARL replacement parts business for the years 1999 through 2012, and the total 
amount of compensation received from CSARL each year. 

Caterpillar Inc. provides various services in the United States for the benefit of the replacement 
parts portion of CSARL's integrated business. The service activities provided in the 1999-2012 periods 
include those described below, 

a. Contract Packaging - Handling/packaging labor and packaging material costs applicable for 
material processed at contract packaging locations and processing of returns, as well as 
manages third party contract packagers. 

b. Logistlc.s.'’Warehousing Fees - General warehousing services and facilities. 
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c. Purchase Ser\'ice Fees - Fee for managing third party suppliers within the U.S. Activities 
performed on behalf of CSARL include: 

► Consult with CSARL on potential suppliers (sourcing); 

► Visiting suppliers as requested by CSARL; 

► Negotiate terms; 

► Arrange transportation and delivery' of goods; 

► Quality' inspection of goods; 

► Assist in compiying with applicable customs laws, rules, or regulations. 

d. Managing Parts Flow - Activities performed include: 

► Creation, translation, and dissemination of service manuals, service literature, and other 
materials for replacement parts; 

► Inventory availability management; 

► Parts customer service to dealers (order inquiries, order expediting); 

► Pans pricing analysis and maintenance of price lists; 

► Maintenance and support of information systems; 

► Marketing consulting (creating and support of dealer marketing programs); 

► Manage and monitor inventory levels worldwide and perform expediting services; 

► Hold any refunds, reimbursements, or other proceeds and to transfer such funds to 

CSARL; and 

► Maintain detailed accounting, shipping, customs, and other records, 

e. Inland Freight - inland freight charges for materia! destined to U.S. contract packagers. 


27 


CAT-000296 



569 


CONFIDENTIAL & PROPRIETARY 
December 3, 2013 



18. If exhibit 2 was created by CAT, please complete the chart ami provide the same 

information for each of tlie years from identifying the CSARL benefits 

(in millions of dollars) for Parts, Tolling, Reserve, and Benefits. Please also explain the 
meaning of the CSARL benefits represented by each column in the chart. 

Set forth below is the “CSARL Benefits” file updated throughj^^H !n order to provide full visibility 
of the U.S. tax effects to Caterpillar, the chart also sets forth: 

• The U.S. Federal income tax on Subpart F Income from the CSARL Partners 

• The U.S. Federal income tax to Caterpillar Inc. from the receipt of royalty income from 
CSARL 
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* The U.S. Pederai income tax to Caterpillar Inc. from the receipt of services income from 
CSARL 



I TOTA L I 2,465 | ^1; 

Pans - hsiimaicO U S Pederai income 
Cortraci ManafiicUiriiVr; - lUstimaied IJ 


mi (172)1 2,404 1 i (1.07^ ( 

ncome tax deierrai or. purchased finished pans sales, 
laied IJ S. Fcvlerai income tax deferral on contract manufacturing 
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4. Please provide the itemized amount of CSARL’s royalty and service fee expenses paid to 
Caterpillar Inc. for each of the years|HH|HBHi 

The royalties that CSARL pays to Caterpillar Inc. can be itemized into two categories, original 
equipment and replacement parts. Royalties paid with respect to original equipment includes royalties 
paid on CSARL’s sales of licensed machines and power systems. Royalties paid with respect to 
replacement parts includes royalties paid on CSARL’s sales of licensed replacement parts. This data is 
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The table set forth below contains the itemized amounts of CSARL’s royalty payments to Caterpillar Inc, 



Caterpillar Inc. provides various types of services to CSARL. Itemized data for all service 
activity types is not readily available. Itemized scr\'ice fee infonnation will be separately provided after 
the data is gathered. 


6. Your 1997 10-K report, on page.s A-17 and A-18 (see attached), contains financial 

information regarding manufacturing activities of CAT’s “Machinery” and “Engines” 
business segments, broken down by geographic segment. Please provide the .same 
information for the years 2009 through 2012. 

U.S. GAAP accounting rules for business segments have changed since 1 997 and our financial 
reporting processes no longer support preparation of the requested information. However, we have 
developed the following table (in S millions) from our existing records that we believe approximates for 
2009 through 2012 the geographic .sales information included on page A-18 of our 1997 Form 10-K. 
The operating profit information from 1997, however, was arrived at through a substantial number of 
allocations that we are not able to rc-create from our existing records. 
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*** CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION *** 

Response of Caterpillar Inc, to Inquiry Relating to Treatment and Use of Offshore Funds 

This document sets forth Caterpillar Inc.’s (“Caterpillar” or the “Company”) response to the 
first question (Ilrst and third bullets) contained in the questionnaire dated Februar>^ 4. 2014. The response 
for the second bullet will be provided as soon as this information is available. 

Caterpillar requests confidential treatment of this response, as it contains Company confidential 
and proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

Caterpillar’s Responses to First Question (first and third bullets) 

In ite November 26, 2013 response, Caterpillar provided the worldwide total amount of CSARL 
purchases at standard co.sts for the years 2003-12. 

• What is the dollar amount of those purchases made from third-party suppliers located inside 
the United States for each of the years 2003-2012? 

The dollar amount of CSARL purchases from third-party suppliers located inside the United 
States, excluding the amount of flash title purchases sold to Caterpillar Inc., is set forth in the chart below 
for years 2007 - 20 1 2. Detailed supplier data for years prior to 2007 is not available. 


2012 


2011 


2010 


2009 


2008 


2007 


CSARL External 
Purchases - US 
Suppliers excluding 
Flash Title Sales 



1 
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March 13,2014 


*** CONFIDENTIAL— CONTAINS PROPRIETARY IMFORMATiON *** 


Resnoase of Caterpillar Inc, to Inouin^ Relating to Treatment and Use of Offshore Funds 

This document sets forth Caterpillar Inc/s C^Catcrpillar'^ or the “■Compaiiy'O response to a 
question from the Subcommittee related to inventory' accommodations received via email on February 26, 
20 1 4. Caterpillar requests confidential tr^tment of this response, as it contains Company confidential 
and proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi. Sany, and Volvo. 

Caterpillar’s Response to Accommodations Question 

4. Provide a summary of the number and value of accommodations that occur between 
eSARL and Cat Inc. in the U.S. warehouses. To start, please provide this information for each 
year from 2008 to present from each entities’ perspective; i.e. how much Caterpillar borrowed 
from eSARL and how much CSARL borrowed from Caterpillar. 


(a) Produce a summary total for each year. 

(b) Describe how' these figures relate, if at all, to the information submitted to the 
Subcommittee on 2/11/14 in response to item 7. 


(a) The quantity and dollar value of accommodations between Cat Inc. and CSARL for years 2008-2013 
are set forth in the table below. 



(b) For accommodations that are not cleared by a subsequent receipt from Cat Inc, within a def ned 

period, CSARL creates a sale or credit lo Cat Inc. at cost. The accommodation sales were included in 
the item 7(d) response submitted to the Subcommittee on 2/1 1/14. For reference, the table is set tonh 


below. 


II II - Redacted by the Permanent 

Subcommittee on investigations 
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IJCKNSE AGREEMENT 


I'hLs UCENSE AGREEMENT (“Agreement") is made as of January 1, 2011 (ihe 
•' Effective Date 'T. by and between CATERPILLAR INC., a Delaware, U S. A., corporation with 
its principal executive otTice at !()0 N.E. Adams Street, Peoria. IlhniMS 6lo29. 1. S..\ ( %'A V ^). 
and CATERPILLAR S.ARL. a socicte k rcsponsabilitc limitee orgamxcd under (he laws of 
Switzerland, with its principal executive of'hco at 76 Route de Fn'mencx. Licneva Cl!-i2f)8. 
Swu^-erhiitd c eSARL ^'T 

N O W, THERE FO R E, for good and valuable consideration, the receipt and 
sufficiency of which arc hereby acknowledged. CAT and CSARL (individually sometimes 
rderred lo a.s “ParLy" and coliccuv e!y referred to as the ' Parties *') hereby agree as follows: 

1 Ueft riUion-s. The ft'lLnvuig are ilefinitions of teniis used herein; 

El CA 1 Affiliate ' means any ComjWiv ihal is controlled, direetly or indirectly 
tl\rou”h one m more inienncdlute Companies, hy ( .AT. i'or pufiM'>ses r-f thi.s clefmition, 

• controt " oi a Company means direct or indirect ownership uf more than ritiy percent { 50%) of 
the voting mtcrcsis of such Company. 

1- ‘ CBL ** means Catcq^iilar Urasi! Tula., a IJra/iliun limited company and 

CAT Affiliate, 

1.3 '' CWT France ’" means Caterpillar France S.A.S., a French socictc pur actions 
siinpliftee and CAT .Affiliate. 

1.4 ' CAT Belgium ” means CaterpiiUir Belgium S.A., a Belgium socicte anonyme 
and CAT Affiliate. 

1.3 “ CS.ARL Tcchnologrv Products " means those prtxlucts for which CSARl. own.s 
the underlying ivticlleLiuul propeily listed in J- xhibit .A of this .Agreement. 

1.6 " C.SaRL TerritorN iiieans excTNwhcie in the w'oiid. not ineiuiling the United 
States (excepted us piovuied in paragraph (u) r-f this Section I ho and Japan. 

(vi ) \s nil respect us .vales >,'f products sourced from entities which are operating 
UiKlci a iiunul'aciuring sei'.iccs urrangcnicnt .\'iih CS.AKL. the United States uf America, 

1.7 S.VRI. Limited RNk Disnihmois mtuns Lotcrpiliar SaRL SingapoTL Rrancii. 
Caterpillar Americas C,\ .. ami Cuicrj-iillar Ncirth .Amenca C.V 

i.K ' Company ” means any corporation, company, pannerslnp or cnhcr busine,ss 

entity. 

1 .9 ‘ Discount Rate ” means, the spot rate for the one- (i -) year LIBOR, plus twoniy- 
five bu.si,s points (25 bp), on (he dale of prepayment of royalties under Section 4.3, 
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1,10 {Ri’.scnT(/\ 

1,1 i intcllccnjal Property ” means (i) all miciiectuai property which is now ot 
hereafter owned or licensable by CA T that relates to, and'or is necessary, uscfisl or u-oshle on or 
in connection with, the .iL-qisisiiiou of, the inveniory in.iiJ.igement of. the inakin.u. liavnig made. 
purdni.sin.Li. usmg. maiketing. offering rbi sale, selling and-or importing of. Liccn.sed Products 
.iikI (ii) the pnMions of all intciloclual propeny which arc now or hereafter ownc<i or hccnsablc 
hN- ('A T ih.ii arc ncccs^arv. useful or u>ur>!e as b.ickgiiM-.ud icchiu.'kigy or rrademurks rckUiitg to, 
r.r in connccnon -AUh, tiie .-'cquisilion of, tlie inventory management of. the making, having 
made, purchasing, using, marketing, otTcring for sale, selling and'or importing of, CSARL 
Tcclmiilog) Producis, inieiiecuiai Propedy mcludes. hut is not iindtcd to. know-how. processes, 
designs. ■.pcciiicatii'Ub. vngmLXfing siandards- imdc secrets, mvemions. paicm applicutions. 
piucnw. copyridiis. [ ta.icinarks. howcvci cmbc'dicd tinciudmg tangible cinbiuiinicnts of such 
pronerty. to he provided consistent with past practicas of C.A'J'). the Caterpillar Production 
Sv-'ttm (Cl’S), cusiomc;- I'-sts, suppiixrr lis’.s. sy.stems and software that relate to, and.-or are 
nccc.ssarv, usciul or lisable on or in couneeiion with, llse .ictjUisHion of. the inventory 
mana.gcmcn! ol. ihc making, i'.avmg made. purch.tMiig, using, marketing, o’fcnng for s.iic. 
scHmg and or impoi-Ting of, Liccn.scd Products and the portions therej>f that are necessary, u-sclul 
or usable as background technology or rradeinarks relating to. or in connection with, the 
•icquiMiion o!. die nncnlorv managcnicii! oi', the nuiking. hasuiy tnadc. purchasing, using, 
marketing, .iffcring hn s.dc. selling and'or mipuiimg of, CS.ARl. I cchnoliigy !htiduct.s. 

; ly ' Licensett Products means pfodi.cis ol die chaiae'.ct oi diusc in oinch '...Kf 
now or at a!\y nine hcieatter lii'cs bu.'-incss. but excludes ttl (.'S.ARi. lechnoU'gy Prt'ducts, 
itii any products for which CAT docs not own or have rights to use tlie underlying imcHcctual 
piii’pcrty and (lii) components sold directly or indirectly to CAT, 

!,iy MuliHaterat Netting Process *' means the monthly process whereby amtvunis 
i.ovet! a.inong f'A f and < W f Affiliates are netted to determine the amounts of receivablo'payable 
aiidr'Or ca.'h scnk-mcnis. which are ihcn ciearcii ilioiugh CA f, 

1,14 “Net Siilcs " means the u-iai gross revenue icci'idcd i,*n .sales by; 


(a) CSAIU. to 

(i) i hin.l Parties wdlnn the CSARL VeiTitory, juid 

(ii) C \ r Afdliates UxMtcd oolsuie of the C'S.ARL Terntory. 

of: 

(1) Licenscil Products, and 

(2) C.SAHI. ‘Ccclaii'logy Products; 

(b) CBL on Sides of prime product to I bird Parties aiul 'or C A'f; 
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nij.>v kKhI. ho\vo\ er . that t!\e following .sales shall be cxduticd; 

(i) any Licensed Product and/or C'SaRL Technology Product that 
(.?SARi- acquires from CAT or any other CAT Afiiliate at a price that reflects that 
eSARL IS aenng soieiy as. ,1 lii.slributor i\ith respect to such Product, and 

cii iitiv l.iccnscxl iVnduet and or CSARL rcclmolocy Product that 
CSARI acquires .ttid resells under an JiTangcnicut that ictlccss th..;i CSARL i-S 
acting sc,|..-lv as a purchasing agotit v. sth respect to such Product: a.-ui 

oro’-'idu}, that .uliusfmcins -hajl he made to t.ike into account the tidjoumg iterns in total gniss 
revenue: 

(i ) trade, area and quantity discounts {including ca.'^h discounts), and 

(ii'j credits forretumecl items, and 

Oil) cx<.iusjn’..i| crating, packing, ..happing, trcight. insurance and the 
like; and 

(c) CS.ARL Limited Risk Distributors to Third Parties uiihin i!ie CSARI. 

Tcnitory. 

[ !.•’ t'\''nsisioi:!lv applied ('AT acenuniinj: prachecs '.h.dl ileline die titrie at aIucIi a 
,sij!c Ahai! he recorded Prepayment .A mount " means, '.‘ith respect to any prepayment of 
ioyailic.s umlcr SLClion 4.3, an amount equal to the product of tx) Projected ;Mnnfhly N'et Sales. 
iViulupiied by (y)ihe number of months being prepaid, and inuinplicii h\ {/) ;hc applicable 
ii'y..dii poiccmage under Section 4.1 

i.lp “ Prepay merit Discount ’* means, wuii respect to any prepayment of royidiie.s 
tiiuicr Section -1. L an aniouui equal to the prt^d’Jci .d' ixi the number of months being tuepaid. 
multiplied b\' ! >1 tiic Picpaymcnt Anuumt. iiniiiiplicd hv j/i the qutuient of (i) die Discount Rate 
rh'.idcd by (ti) UveK’c (12). 


],!7 ' Pinivctvd MnuthK Net Salys ' mean> a odling average rd' Net Sales for the 

immediately picccding iv.chc- <12-i nmmh periixl (cxcludtng the current month) divided hy 
lucKc ft2). lor cx.impic. P’ojcctcd Momhh Net .sales u<v .1 picpaynicm u* he made in July 
■a ('.Lild be an ainx'um equal to aggregate Net S.»les tdi ihc pieccdiiig. luiv ilnoogii June, di'- ided by 
twelve ( 12). 


I.IH T hird Party ' means any person “i Coinpnny other than C.A T or a 
("A 1* Al'niii'itc. 

I.i9 • fraJemarks " means trademark.,... 'crv'ce m.uks and trade names •■(.".A r”, 
C.A r}...R.r'!.I,.[.,\R’‘. “.ACkRT" unti ’ajlympiaii”. tltoir re.spccttve -.iosiga lUxirks. .mil the po'.ver 
v. Jge suidc dre.ss, 
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i.20 ~~ True-L‘P Amount ’* means, for any calendar year. m\ amovmt representing the 
difference between (x) agg/egatc royalties for such calendar year caiculaSed in accordance wuh 
Section 4-1 - and (y) !hc sum ol (i) lisc augregatc i'rcpayincm Atnouni(s) fur such calendar year 
actually remmed to (’ AT and (ii) the aggregate Prepayment Discount{s) for r.uch calendar year 
witlt uspcct to such Prepayment AmounUs). 


2.1 .Snlvhx-i to ihe conditions and limitations now or hereafter imposed on CAT's rigltt 

to make 'he grants contained herein, CAf hereby crant.s to t’SARl. ntmcxchisive rights and 
licenses ic use dve huclievtuai Pa>peny to make, have made, purchase, use. maikei, offer for 
-ale. ,'d] viiidi c.*!' nnp'in (anii to petfenn nroccs.'-cs ;sNsocir!5cd ihcrcwitht i.iccnsed I’rcduci:^. and 
ni.Miexclusi-.c rig!u> ind Hcensos !>) M^e die *d' the hitellectinil Properly that are 

ncces.sary, useful or usable as background technology t.*r 'Trademarks to make, have made, 
ourchu.sr. use. markci. oiler tor .sal-c,, sell .mdo'! Impott (and m pcjih.nn procc.sscs a.ssociaicd 
d',cre^\ idi] CS.AKl I'cchnolouv Products, on wad ed that the sale, of such i iccitscd ProdacL-; .md 
( 'S.Al' 1. !'cchitol'i'j,\ Products limned to sale.s h\ (i i *' S.AR (. to C-A 1' .ii tri 1 Ini d I’.iitics intd 
( '.A I .Xr'fil Kites vit'nn; the t "S.-XRI. rcrrilury. (ii I CTSARL n> C.AT or any <'iher C A I \fiiliafe for 
Tcs.iie pui.side of the CSAliL femtory, (iil) CS.ARl. to :uiy •uher f.\r .AiTihufe ibr resale in the 
CS.\Ki.. teiTstorv, .md C'.K'SARI. fo any C.X'I Xftiliutc for resale fo CAT or any other 
! A r Xililiatc tta I'c.'cile ounsulc ofth-e CSA Kl i'enitory. 

2.2 .kuhicci TO ihe cc.iulitini'.N Tiiul iitnilations now or hcYcuflcr imposed on CAT's right 
to make the grants contauicd iTcrcin. CAT hereby grants to CSARL nonexclusive rights and 
licenses to: 

!a) use ''C-A T" or "CA rKK PILLAR" us part ufit.s company name. 

(hi ■''“py. reproduce, publish (sitbject to Section .L3). prepare derivative 

works, and u>.e anv .luvi all woiks •irauthoi-'inp -iuiiicct uv any cop\ ri.g!its novv nr iiereaftcT 
owned, .icquircd m licen.sable by Ca'L. and 

tef use .ill nthcr oghis ;md licenses reasonably necessary for ( S.'vRL to 
.'\pioil 'he rights .tud Iicvuscn .'pceifi'.ail;. gramed herein, 

2.'> The liccn-.c.> lietoin goiiacd to t.'SARL sl'udi not he construed to mean iltal 
CS.ARL h.as the >»ilc or cwlu'.rsc nghl to use any of the iiitullcciual I’loperly, and C.AT reserves 
!o itself, other CA I' Atfilintes .ind ns liecn.sces llw nglit to use any aid .:.I! imclIvcUi.d Property 
ihria.iehout the world. 

.2 4 CSARL ackiiowictigcs the ^ f.aliiy t'l die ri.id-cm.nk.' hceoxed ’.i:;der ilii.s 
\ereomem and ['uitlter agrees that it will not at ,tny time do uisythmo or c.-.c ;tn> sucii 'I'ratlemark'S 
;ti .ui\ a ay tii.i! mas inlnngc t .\4 's n-hts dterein or that may be do!: ioieiii.d ut ihe gi'odwill 
a.ssoeiated witlt tiie Tnulc-murks or C.\ T. 

2,.S hS.-XKl. sh.iU not it:t\e any :.gh! to acijuirc (he {meNcctual i’r>iperty alter any 
.stipulated penmi and shall not hasc and shall rtoi represent in any way that p hsis any ugh!, itde 
or mleres'l in or to any of die hucliectiMi Pnipcrty or any of the registrations thereof other than as 
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proNided for in this AgrcemenL All goodwill thal may arise from CSARL's use of the 
Tradeniarks shall inure solely to the benefit ot‘ CAT, and neither during nor after termination of 
hiis Aereesnenr sj'.ali CSARL or any subliccriSee as-sort .}n> claim to such go<Miv\ ill. 


S ub'iieensinic 1 f s c. As-:ienntefii and Stt pc rvisioti ol Researc h Se r vice s 

i i hxcept as s{.K.x-iricaily onwided herein. CSARL shall not subliccnse, convey, 
plcJuc. enciiinber !'t \'tljeiavisc dssjH’se of tl'.is Agreement or of any right or inlercst hcrcusuicr 
ro'.h'.'ut tiu: vx.nnLn cnn-'Cnt r>{T'.-\r ■.efercticiitg this .^urcernem. Any such prohibitai act shall 
■'c iiiwiiid and \'nu! :ii ( aiennlhjr s npmm, sliail i:i\ .ilidaie and firirr,L-duiJcl> leitninalc this 
.'vurecinent. Any assigttmeni c-r ‘ransicr ot this .\green';eni or any rigitt i.-r iiiteicNt liereundvr by 
operation of law •,!;;’!} iniitttsiiateiy tonmnatc and in'.jluiatc said Agreement and ..-il lights 
grtuticd hereby. 

CH Subject to CAi's -(.Eitten .ipproval and sole discretion, CSARL shah liuvc the 
oghi !o grant 'Aniioti '-uhiicensetst lo CA 1 ' Afliliates. acting as a distributor, coturact 
manufaeiurcr. nr otherwise, but without the tighr *4 Mich snbhcenscc'. tt' eieru any i'lurher 
sui.>!]cciise(s)- Cnk-ss otherwise .igrccd io by the parties in wniinu. rS-\K!., v.di. ii^ ihe cwesit a 
Mit.'licciiscfsi o uraiUcd liereunder; 

1,1) cau>e tile teims and cmtditii.>as m this Agreement to be substantialiv 
included in each sublicense agreement, av wdl as in au\ .iistnhutioii agreement or 
tnanutacuiring •.en.iccs agreement, as may he apipmnnaie in such ca.'O to iirofcct C.AT’s 
rights 11) iiic Inicllcetua! ihcipeiiy. suhiecl to < .\ l or its Jessgiiee leianunu its nght k» 
Li set qiuiluv siand.inis. vjx;edlc;mons .md retjuifcmenis with regafii to pualitv. iiiatctial 
yiaridards and 'voi kmanship. (ii) inspea, (iii) test, and (iv) approve or dis.ippnwe 
l.iceiiseU t'i'oduct(sj e-r other u.se of huellecrua! Ln-peity; and 

0 >) provide a copy of any subliccnscs or otiicr agreements to CAT. 

.■5,3 t S.ARL will maintimj the Inteileetual Ravpeity in confidence and use il only in 
tiecordtuice wiiit the iicenses gramcii herein. < SARI, .slmil Ikoo; ts* conruleniiaiuy obiigvitton 
w ith respect !o an\ intbiniaiion that, in the liiseiosed cointnnatii.'iHsi. is or hceoines know n 10 ihe 
inihlic Withi'iiit taut! ol CS.AR!. v'SAKI. i'ia;\ thsciose Intellectual J'lopcny ami pmsivic 
tcclunciil assistance tv^ .mniiiet lor the purpose of e.xpknting the licenses granted to CSARL 
hcrcundei; provuied that CS.AKL or any authori/ci! agent of CS.ARL shall obtain agreement m 
wniing and ensure that such other person (ilu.scs the hucilcctuai Property and technical 
ussist.tiiec ou)\ in .iccorJancc vvjih the heen.ses grattied hetein. tihvloes not ftiselose such 
hitellcctuai Property or lechnic.si av.si.st.ince m others, and tiii) secures !he reoint of .such 
ii'tu;iiect;.uij r’ii'j'eiiy vin>.! ivlaied dr-ctnneiii-- and items upem termination of this .Agreement, 

3 .A .Subject to a riglu of rcimbiirsen’.eni lor costs, and except us ulhem ise ugj-ced to 
tlic parties in '.vnting. CS.\R 1 . 'hail as.«ign to (.'.A 1 ' any and all rigiiis vS CS,-\KL, U' inventions 
r.fid improvements devef-ped by t,'S.AI^,L tby itseifoi joiiuiy wrdt othei.-O during the lite ot dti.s 
Agreement with re.spec! lo lriic:teciu.i) PrufK-itv related to [ iccnsetl l*‘•-••.lucts or tv) any vntiebine. 
equipment, meihot! or pr<Ke.s.s for mamiiaelm-ing ihe Licettsed Products. CS.ARL shall supply 
CA f wiili a written desenpnon of each .such invention ur anpioveitie.nl prt)mp’ly after 
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ilc\ cli'ping or acquinng each thereof. CSARL shal) also sign or have signeti all papers that may 
he required by CAT for the tiling of applications for patems for .such iiivcatirms and 
improN'oincnt-s ami to vest title in such inventions, itnprovcmenis. patents aiid applications in 
*- d. f . n no i'.icd Tiia! all such papers, appiseaiiiins :rn»j assignments shall ho prepared, riled and 
recorded at ilio espensc ut C.\T. hr the cccni chat during ihe life of this Agreement CSARL has 
the opponumty to acquire inventions and’or improvements wirti respect to intcllcctuai Property, 
i.icensed PohIucis or to .any machine, cquipiiient. mcihod or priscess tor maiiui'aciui ine the 
Licensed Produets, CSARL hereby grants CAT a jpelu of fust refusal lo dn-cetls actjuirc such 
mveiuiimi am! ur linjHovemenK. njoyided that CAT agrees that it shall c.xcrci.se such right 
within llllecn ( !-5) days ofnoticc bvCSARL. 

,1 . 5 ■duality and In.spection 

(a) C.SARL .shall conform strictly with the iivstniciions and .spccificaiioits 
Mippiied by CAT with respect to the use. fonii .uid mujincr in ■% iueb. rradcm.iAs are ustJ 
on o! in eian-ieciioii \\ itli ail produers that use such I radomarks ( sARI. -.hali rise such 
!'j .ule.'narks only on those priHlucls t!ua b.ase iii-e qu.ih'ier; and characteri.stics that compiv 
‘vj’Si ••Ui.i) .siandauls and rc\juiie!iien 1 :' ,is iiiav be ilscd oc appros tt! by ('AT. 

I ii) t ' \ ! . ihroiiiuh Siicii represciuaii'- cs as it may designate, '-iKtU h,i\ e li'e ntihl 
at .ill icasoiuiidc miie.s lo nj.spect and lest ail proiiuets tiiat use the ['r.iitcm.'nks I'efore tiiey 
• lie o! !l.Ted lor sate .iiul to inspect CS AKL's plaec-s >;■! husniess. the I'lvnuscs i - i ( 'S.-VR L’s 
in.inui.iciiiring sci'\ icc providers, and .lit leconis or products peilaining to dii.s Agreement 
'o > enfy CS.ARL' s eoini'liaucc with the requirements of tills Agrccmeiu. 

.16 rradcimnks used ois or ns eonnce!i,.ii with goods >o!si liv CS.ARL siiall be 
indiciiied to he registerwl tiadcmaik.s of (‘AL used by the peniiission of ('AT, All .signs, 
vire'dars ajid c»!her advetiiNing puldtslied <n used by t'SMd. displaying any sucli Tradeiiun'k. 
shiiU include wording spccilying that such rrademark is regvstercd and owned by I" uhcre 
.qiproj'riate. 

.L7 eSARi. e»vmpiv wnh and oivserve all local laws and reguiations with respect 
to marking or labeling triKlem.ii ked items ti.r .n: irec !>> it of liic rradcinurks licensed under 
this .Agrccmctu. 

d.b CSARL .shall not take any 'ivps or ni.stiiute any action regarding actual or alleged 
infringement of any Intellectual Property without llrs't obuiining C A. f'.'. •% i men .iuiltovi/.n ion. 

.'.9 Cpoii o'lpiesi IVom: C\T and at (.‘AT*-. e.sp.'O'e. <i'SAl<L .dudl pj'n ide assi.stancc 
to i .\ i" in v-i-ipoM I. !' CM's ’•egi-.!rai;-.ni. m.iiutenanee. reiu-u,f( and eoJbrcein.-ni of ihe 
intel!ectu.il i’ropertv. hi furtherance of the registiaiion. maintoiuncc. renewal and enforeoment 
of tl'.e lntv'lleeiu;i) [’roi'ert^. f S.\R[. may he required tv' uirnolt sanii'.'Ics .'j e'. idence of use ofthe 
products that use Intelleeiua! Propeny or provide testimony or afftdnvus concerning tlie use ef 
•owli luodiicis m- e.veeuic such oihet documents as may be nece.ssary to ensure ilvtu ail right, title 
ai.d interest in the iiiteilcclual Propciiy reside in C.AT 
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3-10 A1 no lime may CSARL adapt or use. without CAT’s prior written consent, any 
variation of the Trademarks or any woric or trademark or serv-ice mark likeiy to he similar to or 
<:oinfu-singh' siinslar to the Trademarks. 


3.11 i .\r I'nuici;, C.\ r Belgium .uni'or CBl. iami, wjierc appropriate. Mihcr C'A f 
-Mliliaie^) wili ]!ro\ide rcseardi and development and related engineering services for C.-\T 
jHHSuant to engineering serv ices agreements with C.\l. Iniciiectuai Prt'perty arising as a result 
o!' 'uch research and development and engineenng servnees ns licensed hv C.'AT to CSARL under 
Seen, on 2. tJpnii request b\ tl'Ai. CSARL. .i.s licensee "d such hiicllectaui Property, agrees to 
I'fov ide sujJcp.i'iMii and oversight for CAl of titc performance ser*. iccs by i. AT France, 

C F Hdgiiirn and v>r cBL (and. where ;ippri.tpriaie, other CAT Aftlliatos) under mcii 
enginccnng services agreements. 


( \> ncideration 


4, i Ro yaltie s. In consideration of the rights and licenses gratiteci in Sections 2 and 
CSARL hcrchv .u!rcc,s ’.o pav to <’ M* a row.iity equal to the .ipphcabk* pcrccHia.ge of Net Sales 
set lk>nh beJu'-v With rc-spcci lo .inv caiei«!ar year hcrctinder. v.iicre Net Sales are; 

(a) iese ihxo or equal to USS6.-^(H).(}f!tt.Of>0. die .sppiicaivle percentage for -uch 
calendar year shall he fiHir percent (4%); 

(h) greater than USS6,.‘5()t).00(UJtKJ. but not greater than LSSd.Ol)l).O(K).OOi). 
die appiicubie porcemage fur such calendar year shall be il-.v pereem t5*’->); and 

(c) greaier than USS'‘>.()00,0<K).(KH). the applicable percentage for such 
calendar yciir shall be .six percent (6%). 

- Cre d i t for Ow ner shin of ( S.\RL Tcthnolouv Products , The royalty aniounl 
calcuiakid under Section 4.1 shall be leduceil bs- a. cictiii equal to two pcroeni (.2‘'d) of \ci Salc.s 
during sucfi pciiod of CS.ARL Technology Po'-ducts. 

4.3 Prenavinent of Rovahies . So long as CS.ARL. is not in breach of this Agreerne/u, 
It shaii lusc die opt'K>n. but ni.t ihe ohhgatiim. in prepay, at nav nine- ttud from time to time, ail or 
.n\ pofiion oi Future n.’valtics due licrcuiuicr. la >uch event. CS,\RL >iuiil remit to CAT (i)a 
iiottcc of picpavmciu ..tcinilitig the caleadai invuttlKs) u> which sisdi jvicpaymciu upplici.. (ii) the 
Prepaytnent Amount less the Ihepaynieni Di.-.c>iuiii. .md (iii) supportitig calciiiuiions made by 
(i'Sr\RL ill ctmd I'air.}!, Notwiiiisianding lUe Idrceoing, prep.ivincni of royaitie.s shall lun be 
allowed on a fractional month basis. 

-h4 .Vimuai ILivmcni id' Tru c -l n Amount . Within ihiay (.^0) days tdlcr the end of 
c.K'h Hscal v'c.u' ol'CSARl. (or any curlier tern’inatum ot ibis Agreement), CSAUf, dull remit to 
(' A r :iw liucd Annum', for Mich c-dendar vear. tihme wnh suppoiting ^.aicuirmons maiie by 
<, SARI, ill good i'.iMi: if liic rruc-i.p .Aiuoiint for any culcmlar year i.s negative. CAT shtiil 
promptly remit to (. S.sRL die Iruc-t -p .\inoiiin (as a jnvsltivc numbei') for such calendar year, 
The <ibligaT.ions of the panic.-; u-uh re.spee! to remittance ot'any fruc-l.’p .\muvini sluili siurivc 
any (crniination of ihis Agreement. 
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5 . K coorls and Payments 

5. 1 eSARL sh.3H (i) keep repiilar hottk-s of account and make such books available 
for inspcenun bv ;in .iLitlujn/ed representative o‘ t'A P ai nnv rirriC reasonably rei]i;estcd by ( A f. 

(ii) lipoo :he request i>f CAT, render reptrrts to CAT or another as may be rcqtievtcd, aiul/or 

(iii) perform any other tusk related to repH.rrtini' with respect to the manufacture, purchase and 
sale C’f products under the licenses granted lo CSARL in Section 2 ns may he rcasonabiy 
rcqucstcti b\ C.\ V from uincTo time. 

5-2 ' 5n ..i iv.or.tidv basis. CS.ART shall in .uo-i-d faith tMkuUue die due t(.v C.AT 

a.v si'iceitied in Secltim 4.! . CSARI. or its sublicc!;^c•c, eo provided for in Scclion .v2. sholl remit 
pavmcnts sn lull for ihe rovahies sneer tied in Section 4. ! on either a irion'bly or a ipiaru.'vl y basis, 
as agreed to b'. ibic panic.-', thrmi-'h the Muisilaterai Netting Process. 

5.2 t SAKi. --hail he rospon-,ibic for all sa'c-s. u.so and oilier ta.xes or eo\ cnimcntuii 
t>,-c.s tlial imr. lie lev ied >»i assessed on anv oaviTiCiit.s >.>r >>;hcr cash consideration t-' (.‘ A f lauier 
tl'.is Apreemem. cxcludine only taxes ha.'-ed on CAT’s net income. Ail payments reL|uircd lo be 
made C.\ ! utuier liiis .Agi ecineni shuU he without deduction or withholding for or on uccouiu 
oi any Uses >.>r .miuiI.u covcrriincma! chaigo. vvhich u.xcs arai ye-veonnenlal ciiarge.s arc rclerrcd 
to liercinjftcr colleeovcly. and nuhviflualiv -viiitout dcsiinciion. a.s 'AV ithholdinu Tax es” and arc 
die .-.oie re.sp<,!iisihih!y of I .S.ARl., To the extent any Wnhhokling i'a.-.es may be '-vilhlK-id from 
,in\ pavmeiiis or oilier cash considerntion to CAT under thi.s Agreement eonirary to this 
suh.scetion, f SKI^l. >ha!l promptly deliver to C.‘VT official lax receipts or other cerrilicaics 
evidencing pav ment ol such Withholding Taxes. 

5.4 Payinents shall he made in U.S. doHars unless othcrwi.se aaiCed by the Pttrtics. 
ren n. Termination and Nonrenewai 

6.1 Tltis Agreement shall continue in effect tmtil January 1 . 2016. Neither Parly may 
tenninate thi.s Agreement without cause during ihc remaining tc-nu v?f ihis Agreement. 

6.2 M'at .inv nine ehhef Panv hreaehes this .Agreernont. the r.vm-broaciiina I’ariy may. 
at iis -.ole oplif.*ii, give iioiice vd' lei'mijuttion :.<f ihu-. .Agrceinenl, wiueh notice shall specify the 
Agreement [irov isions winch .ire not hciiig ec.mplicd with and the failure on vvhich sucii notice is 
based, and this Agreement sluill iheii tcnmnaie i.-n ilie e.xpiiaiion iu' .':nc (h monili (" Clure 
Period ") .tfter sneit ivticc t.s gn en unless 'he ibuly in breach .shaii llani-.h cvnieuce, prior 'o ihc 
viid of ihe Cure PcMcsi. tbai tire- taihnc 'peeilied in such notice h;;.s been corrected and no limger 
C.MSlS. 


6.2 l.'pon any termination i-i this .Agieemeni for any tcason; 

{id ail Miblicciises giantcd hc-rcundcr .shall immedkiteiy vcniiinate: 

(h) i S.XRl. < and os -mblicensees) -shaj) immediately cease all use it f the rights 
hcen.sod hercuii'ici: ’pnyy.ided. however . CSARL fund ds sabheensecsi .jiidl he nennitTcd 
U) sell during the six- to-) month period immediately Ibliowing the expiration. pKiv id ed 
that CS.ARL l.«mil il,s saldiccnsecsi comply(ies) wnh die relevant provisions of dn.s 
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Agreement, its (or their) remaining inventory of products covered by this Agi eemcnt, tf 
anv. existing us of the date of expiration. C'SARL (and its suhiiccn.sccst shai! not produce 
or acquire an excessive number of such pnxhici.s in anficipation of expiration and selling 
tile .Svniic liunna xucii .six- (o-i monsii peri-Ki. Ali of such sales he xcbjecl to all of 
rhe terms ol this Agreemeni; 

(e) (. SaRL shaii as dsrivtcd by i.'Af. promptly dcsirov -.'r iciurn le. C.\T ai! 

iirawings. prirtts. dosiiyts. .specifications, mstructioiis .uid other documents comprising or 
leiatinu !o the Intcilcciua! Property, together Huh ail copies, summixrie-s or abstracts 
ibcrcof. and any oitier mformarion or docninenlalioji furnished or delixered tc' CSARL 
iu«ier tins Aureeinent. 1 he I'hhgaiion ol'C .SAKI. .shuli not v-xteni! to inlonn.ition shat is 
or becomes jiuhitcly avaii.ibic thntugit ao iuuU ot CS.\Rl.. i.s m the po.sses.iion of ( S.'vK L 
putsuant to another agreement between the ihtnies. or ss e-hfained by CSARL from a 
Third Party who has the legal right to convey .such intbimation to C’S.ARL; and 

(d) eS ARL -iu-iil promptly follow any direction of CAT concerning storage, 
shipment, dispo.sa! or return of raw material inventory, 

Ind.enniihc aiion . <. S.\Ri. dnill mdeninsfy. defend and hold hamdess CA'l'. its- 
sub.sidianes and affiliates, tlx and their directors, olliccrs and employcc-s. from and against any 
am! sit! elainv.;. damages, costs and expcn.sc.s t'l any naiure -a'th re'tpec! to ii) .in\ ui-e -.d' 
!tiiv'neeiu;il PI' 'licrt^ , i li) an> lovs t.>r damage to property, and nr tiii 1 any umuy fo nr death of any 
]KTSon, arising out of nr annbulable the manutactuie nr sale nf pioducts pursuant to tlie 
iicen.ses gnmted under tln.s -Agreement. Such indcmniftcation sliall not extend to any claim, 
damages, costs and'or c.xpcnscs of ;my nature with re.spect to anv io.ss or damage to property, 
ami Ol ;.my inuiry to or death ot' any person, anstng out of Or .iitnbutable to uan'aiuy i.,iaims or 
■'thei .'lihgaiiosix tuxull'iig fri'm ijcsian dcdcets xhroc’ly attnhuiable to hiteUcctual Property, but 
not to the extent rc.s-ulting from modificarions of Intellectual Property by C'SARL or its 
tran.sferees. 

1.. >i,-ei airners. W aframics, ProiccTum ot Intellectual Pronenv and l.iim unio n of li.tbilitv 

».l bxecpl as disclosed to CSaRL, CAT lia.s not received any notice or ciaim by a 
! !iml Party 'hat inatciialiy affects CSARL's ubiiit'. to c.vcrcise n.s right*, muler tiiis \i-rcefnent, 

8.2 Nothing in thi.s .Agreement shall fc -.•oii-.m.icd as a v\a;v:«iii> or rcpreseriiain'n by 
C A r that .■inytiiing nuide, .isCkL nffcrsal !br .sale. snld. inipunexi or ot',cru.isc di^(r^xe^l of pursuant 
i;> ihi-t \urecnient is or will be free froiri •.nh ingeinenf ;-i 'he mteUcctual oi'ojvity ngJits of any 
Third Rariy 

5.. 1 CAT i.s not granting by implicaiion, estoppel or oUiorwiijc any licen.se or right 

under iniellecluol property or oilier mtangihlc nglits o’ C.A'l' - ihcr dian w required to innrket. 
.n.ikc. luoc made. ,.se. •nier for sale, sell or imp.-n pri'diicts a-- eo;ircin)’l.i!i.\i under litis 
,'iyrecnient. 

S,4 e SARL sliaii nuuk. and slull ensure that .ill products Ni.uie ity ot for ii pursuant to 
tliis .Agreement .tre marked by manufaciurers and suppliers with such legal nniicc e.f til 
Ti Jilcinaiks and i.'.'pyrieht.s which are subject to this Aurccruent as may he required, provded 
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fur, ur pcnnntcrt by applicable laws and regulations. CSARL shall iindertake any rcgisirations (if 
thi.s /\grceincn!, as rapistcd or appropriate, uith ihe coupenaion of CAT. 

I'pon written requo.^t by C.A,!' fomished with iL-a.'onabic advance mawe. ("SARL 
shall discontinue the ntanurauurc of Licaised Products as ("AT may designate as betng ohsuieie 
ur superseded, as soon as practicabic [bllowing receipt of such wriiten request or at such date in 
•lie iuntre that C-S.! shall provide. 

S.6 CAT is under no obligation to obtain any intellectual property right (such as i)y 
apjiiicalion or rcv.v.'rt! .itiunj or to m-imtain an\ such right in force. 

'iJ C.\ f iS under no obiigation to bring or pro.secuic actions or suits again.st tlhrd 
parties for infringement. 

8. 8 Neither Party oill ho liable for any --peciid. iitculcutai. indirect, specisd or 
consequential damages (including, without iimitatinn. lost profits or revenue), even if infonned 
of tlie possibility tltc-reof in ridvonce, 

8.9 In no event shall C.A f he liable to CSARL or any sublicensee for any loss or 
Oi.un.iuc in excess aS the arnount paid by CS.ARL er such ■'Ublicensee to CAT lUKtcr 'his 
.Agreement, 

'h N.9 IR'V,s. Notices horcunc.cr -.h.ii! he in writing and shall he. (i{ dclN cred in per.vi-n q> the 
foilowing addresses, its the case may be; (it! sent by rcgisieroij or ccrtiilcd itiad. posijge ptcpaiil, 
rctuni receipt requested addresses! to the following, as the case may be; tm) .sent by faesinulc to 
die liillowing, .i.s die case may i)c. and eonllmicd by the sender by mail as provided above; or 
(iv) sent by guaraiucvt vivornigh-t courier to the lidlowirtg. as die case may be. 


loCAl': 


To CSARL: 


C'ateipiilar (ne. 
ton \ H, Adams St. 

Peoria. U. 61 ft29-7? 10 
Attn; OcncTai Ctiunscl 
Phono: (309) 675-44:8 
INicsimilo: (30SM 675-6886 


Caieipillar SARL 
sn iUndc <lc ITontoncx 

ivc> n..-.x oooo 

rH* 121 1 Geneva 6. SwiivterUmd 
\;tn: Vice President 
Phone i4l):2849.420,t 
Facsimile; (41) JI849-4*h82 
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tl'nh citpv It): 

Cnicrpilbr liic. 

H)0 N .H. Adams Siri-'et 
Peoria, lUinois 61629-9510 
Atm: ('is.:i!t;ral iP C'<iunsc! 
Phone (.Mid) .n75 A08{ 
Pacsunilc; (n09) 675-l2.’6 


IFirh copy (o: 

Caterpillar SARL 
76 Route cic i*n)iiie!iex 
P iJu’C 60«>0 

v'H-i2i ! Geneva 6, S^vit■/cr!^^od 

All n . Cieneral C 'ounsc! 

Phone- Hl)22S49-4204 
r.iesin-iic; <41)22849-4982 


StK'h notices -ih.afl be elfeetive. as appnspriate, •evhen; personally delivered: dcpt'sltcd either 
h'.e 1.‘ S, PosUi! Service f.i Swiss Peista! ScjAicv: sem h> i'acsiimic; or scut b'. .•corier service, 
lodt Party -nay cb.inyc .tn>' o| it:, adsiresscs 'pecificd herein b> prinioine notice (hereof in 
(iccordaiicc will; this Aj^reement. 

ri’i- Provisions Siir:.i vP-g. r erminution of this Aureement . No tertninativni of tins Agreement 
••-ha!! ieiic-.c ot .inv h;tbihr> or ohiigaiioii accriseri. or .irfsmg froitt facts or evetus 

occui 1 my. under hits .Aerfcincnt nn(>r to iuch '.errnuviiion. .!n«i. withoti! liimt.my ihc ccncralitv of 
■he rorceoing, Si.vitons 4 ’ irul S, tind nil «ul.crs winch by their own terms siir\-ive 

(crnmtaOon. .xini'i NUtvtve -ncli teniiifiation iind coMiinne m i'ctl force ‘.lui cfteci -a illt respect to 
such liability or obligation. 

1 i . N’o Waiver . Any fodurc of either Party tu entoree at any time any of the provisnms of 
’his Agrceinciii or anv nghis or remedies with respect thereto or to exercise unv eicciiofi herein 
-.•'rovided shah not eon.siitviie a waiver of any .sudi pr>»vi.<i..ii. right, remedy or election or m any 
wav ui'fcei the \ alidity ihercid' »-r »>f ibis .Agrcerncnt. The cxcrci.se by eiihcr l'jn\ id' ;,nv nf its 
nyht.s, rcnicoico or clcetinn'. uiidci the terms ot ;iu.s Aert-cment ^hail mit preclude iir prejutlice 
such Party’s riglils to cxcrci.se at any other rime the same or other right, remedy or election h 
may have under this Agreemem. The rights oficnnin.iiion pro'. ideal herein .ire m .iddnion to any 
.alicr right, remedy or election either Party may have hereunder, inetuding ihe rigid to sue for 
iireach wiiliooi terinin.iting. 

12. No .A ecjicv. N'oihing contained hoieiii nor -.Fny'.hing done by either Party performing 
under thi.s \ureement shall be deemed to comsUlule either Paiiy the agent of the other in any 
sense. 


Id' F'.sp o r i r''ntrvv Reeul. ilion.s . t.'SARL agrees that it will not. contrary to U.S. export 
CuntiMi regulations, re-export, directly i>r mdirecilv. u.riy levltnical data fumisited to it piir.suant to 
tins .Agreement, or evport. directly or it.dncetly. inv diixat pioviuct ■•! aiiv .'Uch tcehmc.d tiata. 
.\s used iicicm. ti;e I'hnisc '' rechnical data ' means jiruiessional, seientinc or teehniea! 
iiilormatiuii. '.MUien I'c cr.i), mciuding any nuHict. destgtn. phciocraph. photograjjhie film, 
dvieumcni or oil;er uniclc >'r in.iierial. eomaining a plan, .specsiic.nton. r'r Jeseriptiv c lu icchnicai 
mtbi-inadon oj' any kind 'Ahtch can be u-sed or adapted for use in onmeehon with any proce.s.«i. 
svnthesi.s, c.*' opeiatiun in the production. ma/iufaeUire. uiiii/atum. or rcce'itstruciion of :n’ricle,s or 
materials. As uaed lieivm, the piu.isc ' direct product ’ incan.s the iramediaic produet (including 
proces.ses <ind .-(crv ices) produced diruvlly by u.se of the iechtuc.il data. 
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i'l- finiirc Aareeincni . This AgrcemOTt constiuucs the entire agreement and intdersian^iing 
between the parties hereto perlainins to the iicen-ses gmnicd herein, and no term or provision of 
this Aereement shall be varied or modified by any prior or subsequent staiemcm. condoci or act 
i>i ent’.cr s'f the p<inies. except ihui hcrealier the parties may amend this Agreement by written 
instrument specificailv iet'errine to this Aiifoefneiii and cxeeuieJ by an auth<>i'i.tc;i representative 
of each Party. 

! 5. (.Tin ernm.g This Aerccnicait be governed by and construed in accordance nh 

hic ho'. s sir the .State of IHii'i.'Ss, l yS.A,, without rcitarci to tltc piineipie.N of cs'iiilic; ol law. 

U), 1 ountcrp-iriN 1 hiv Aurecr'ieiU may be Cscctued !i>. number oi' ettunterpar'.';. s.'.-tclt of 

'\hi.'h -hall be an onvifia! with »he same cfTeer .in ifihc sienaUifes liiereto .in-.i hereto were upon 
the same instrument. 

|\ \\ ! ] \rss WiliiHl ot . the parties hereto have sieneti this Agreement on the staie(s) 
herein noted below and shah be elective as ofthe Tfiective Dale tirsi set tboh abuse. 


< \r 

T.\ rf'PlM! I .AR INC. 

IJ. 

Name: James IT Btida Name: 1 hom as /ih iinann 


eSARL 

( A f!-:KP4f.i .VR SARK 

/ ■ / . ■ / 

H;i \ J ‘"'■I -1 /_ 


' Sr. VP and f.'hicf I eital Oftlcer Title; (jerunt tManaeing Oircclor) 
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RXHISI r A 

f 1 ST OF CSAR L Trc 'liNOl.OGY PRODUCTS 

1 ) Skid Sicer Loaders 

2) f''r-mp:>v:! Wheel I oaders 

' ! H s rfraulit: lixcavator^^ (including mini-hydraulic c\ca\'ators) 

d} .'uncahiicd [ riicks 

5) Ki, ciprocating Njiluia! Oas (1340-16 Model Engines 

6) WRC.'O Drag-Line Buckets 
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FIFTH AMENDED AND RESTATED SERVICES aHREEMENT 


This FIFTH AMENDED AND RESTATED SERMCES AGREEMENT ! uhe 
"Agreement’'), except as otherwise provided herein, is effective as of September i. 1999 ithe 
"Effective Date"), and amends and restates the Services Agreement originally effective as of 
September 1 . 1999. by and between Caterpillar Inc., a corporation established and existing 
under the laws of the State of Delaware {U-S.A.) (“CATERPILLAR"), and CaierpiUar 
S.A.R.L.. a societe a responsabilitc limuee organized under the laws of Switzerland ("CAT 
SARL"). as amended and restated from time to time by the parties. 

WHEREAS, Cat SARL makes or has made, markets and sells heavy, earth 
moving machinery and other equipment outside of the United States and sells a vanety of 
replacement parts for such equipment outside of the United States; 

WHEREAS, Cat SARL desires to engage CATERPILLAR to provide the 
Services described in Section 1 and Schedule 1 to this Agreement on behalf of C.AT SARL 
(or its Subsidiaries, when applicable); and 

WHEREAS, Caterpillar can provide, directly or through agreements 
with other companies, the Services desenbed in Section 1 and Schedule 1 to this Agreement. 

NOW, THEREFORE, in consideration of the promises, covenants and 
agreements hereinafter contained and other valuable consideration, the receipt and sufficiency 
of which is hereby acknowledged, the panics hereto, intending to be legally bound, hereby 
agree as follows: 

1. Services to be Provided . During the term of this Agreement, CATERPILLAR will 
provide, or will cause to be provided, to C.AT SARL (or its Subsidiaries, when applicable) 
those services that are set fonh on Schedule I to this Agreement, which may be amended 
by the panics from lime to time (the "Services"). 

2. Definitions . 

2.1. Multilateral Netting Process . Multilateral Netting Process means the monthly 
process whereby all amounts owed among C.ATERPILLAR and its subsidiaries are 
netted to determine the amounts of receivable-'payable andor cash settlements which 
are then cleared through C.-\TERi*ILL.\R. 


CH1<>« 03«J3' 
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2.2. Subsidiary . Subsidiary means any separately organized Steal sntuv iha! is Jirec;!-. .-.r 

indirectly u holly-owned by CAT and is disregarded as an enii!\ separaie ;rom 

Its sole ov.ner. CAT SAR.L. tor L.S. federal income ta.x purposes and erfecti'-e as of 
July 2. 2000 shall include Caterpillar of Australia Pty Ltd,, a company orgamued 
under the laws of the State of Victoria. .Australia, having a place of business at I 
Caterpillar Dns’e. Tullamarine, Victoria 3043. .Australia, regardless of whether 
Caterpillar of .Australia Pry. Ltd. is directly or indirectly ow ned by C.AT S.ARL. 

3. Duties and Responsibilities . 

3.1. Territory . The panies agree that CATERPILL.AR. shall provide the SerMces to C.AT 
S.ARL (or us Subsidianes. when applicable) with respect to the lemtorv set t'orrh on 
Schedule 2 lo this .Agreement, which may be amended by the panies from time to 
time (the '‘Temiory"). 

Otj-tiin^-Standards . CATERPILLAR, shall provide (he Services with reasonable care 

and agrees that it shall provide the Services so as to preserve ihc goodwill and good 
reputation associated with the products of CAT SARL and its subsidiaries, 
CATERPILL.AR agrees to comply with all applicable laws and regulations, and to 
obtain all necessary or appropriate regulatory approvals, related to providing the 
Services in accordance with this Agreement. 

3.3. Compliance With Laws . CAT SARL shall at all times cooperate with 
Caterpillar s compliance with all applicable laws and regulations, and with its 
obtaining all necessary or appropriate regulatory approvals, related to providing the 
Services in accordance with this Agreement. 

4. Consideration. C.AT SARL shall pay to CATERPILL.AR a service fee (the “.Service Fee”! 
calculated in accordance with the rate sec forth on Schedule 3 to this .Agreement for 
Services performed by CATERPILL.AR pursuant to this .AOTcement. 

5. Rciaiion.ship of the Parties , In all matters governed by this .Agreement, each parry hereto 
shall be solely responsible for the acts of its employees, and the employees of one pany 
shall not be considered employees of the other pany. E.xcept as otherwise provided 
herein, no parry shall have any nghi. power, or auihonty to create any obligation, express 
□r implied, on behalf of any other parry with respect to the matters governed bv this 
Agreement. It is the intent of the panics hereto that CATERPILLAR shall aci’as an 
independent contractor in providing the Services pursuant to this Agreement, Nothing in 
this Agreement is intended to create or constitute a joint v^iture. partnership, or agency 
relationship between the parties hereto or the persons referred to herein, and 
C.ATERPILL.AR shall have no power to obligate or bind C.AT S.ARL in any manner 
whatsoever with respect to the marters governed by ihis .Agreement, 

6. Reports and Payments . 

6..1, RiBp.ftS- C.AT S.ARL shall keep regular books of account, make such books 
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availabk forinspccuon by an authorizad reprcsemaiive of CATERPILLAR at an'. 
!!rne requested by CATERPILLAR, provide CATERPILLAR ^Uh the necessarv 
information to calculate the Service Fee. render repons to C.ATERPILLaR or anotner 
as may be requested, and'or perform any other task related to reponing s’- nh respect 
to the Services. 

6,2. Payments . On a monthly basis. CATERPILLAR shall, in good faith, calculate the 
Service Fees due from CAT SARL as specified in Schedule 3 hereof from 
information provided by CAT SARC C.AT SARL shall remit payments m full for 
the Service Fees due hereof on a monthly or quarterly basts, as agreed !o by the 
panics, through the Vfultilateral Netting Process or as otherwise directed by 
C.ATERPILLAR. 

7, Indemni fication . C.AT SARL agrees to defend, indemnify, and hold C.ATERPILL.AR 
harmless against any claims, demands, causes of action and judgments (individually and 
logeiher a “Loss”) arising out of CAT SARL's (or its Substdianes') actions or failures to 
act -with respect to the sale, distribution, advertising, or promotion of products or with 
respect to providing Services under this Agreement, except to the extent such Loss arises 
as a result of CATERPILLAR'S breach of its duties under the Section hereof entitled 
"Duties and Responsibilities.” 

8. Term and Termination . 


8.1. Term . The initial term oflhis Agreement shall be three (3) years from September 1, 
1999. Unless notice is provided at least ninety (90) days from the end of the initial 
term, this Agreement shall automatically renew for successive terms o f one year 
thereafter. Following the initial term, cither party may terminate this Agreement 
upon ninety (90) days notice, which shall be given and shall be effective on the date 
provided in the Section hereof entitled "Notices." 

Termination . If. at any time, either parry- breaches this .Agreement, the other pany 
may. at its sole option, give notice of termination of this .Agreement, which notice 
shall specify the .Agreement provisionts) w-hich is/are not being complied with and 
the failure on which such notice is based- This Agreement shall then terminate on the 
expiration ofone (1) month ("Cure Penod"! after such notice is given unless the party 
in breach shall furnish evidence satisfactory to the other party, prior to the end of the 
Cure Penod. that the failure speciiled m such notice has been corrected and no longer 
exists. 

9. Provisions Surviving Termination of this .^CTeemeni . Termination of this .Agreement 
shall not relieve C.AT SARL of any liability or obligation accrued under this Agreement 
pnor to such termination and. without limiting the generality of the foregoing, the 
Sections emiiied "Indemnification" and "Provisions Surviving Termination of this 
.Agreement" and the obligation to maintain Intellectual Propeny in confidence shall 
survive such termination and continue in full force and effect. 
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10. Confidentialtry . From time to time prior to and during the term of this .Aorscmcnt, either 
party ("X") has disclosed or may disclose contidentia! and propneiarN' inrdrmatton :o the 
other pany ("Y"). This information shall be kept stnctly confidenttai bv dunn£ the 
term of this Agreement and at all times thereafter, and shall be used solciv for ;ts o^\ n 
benefit in connection with providing the Services. V shall not disclose anv confidential 
information to any person or entity, except to its employees, agents, attomevs, accountants 
and other advisors who need to know such information to perform the Services or satisf. 
the duties and obligations hereunder. 

1 1 . Assignment , C.^.T SARL shall not convey, pledge, encumber or otherwise dispose of this 
.Agreement or of any right or interest hereunder without the pnor wnnen consent of 
CATERPILL.AR referencing this Agreement. .Any such prohibited act shall be in\a!id and 
void and, at CATERPILLAR’S option, shall invalidate and immediately terminate this 
Agreement. Any assignment or transfer of this .Agreement or any nght or interest 
hereunder by operation of law shall immediately terminate and invalidate this .Agreement 
and all rights granted hereby. 

12. Applicable Law . This .Agreement shall be governed by and construed in accordance with 
the laws of the Slate of Illinois. U.S.A.. without reference to the choice of law principles 
thereof, 

13. Information . CAT SARJL shall provide, upon the request of CATERPILLAR, any 
information requested by CATERP[LL,AP. that will enable CATERPILLAR to determine 
or verify the amount of any payment due hereunder by CAT SARL. 

14. Waiver and .Modification . Any failure of either parry to enforce at any time any of the 
provisions of this Agreement, or any rights or remedies with respect thereto, or to exercise 
any election herein provided shall not constitute a waiver of any such provision, right, 
remedy or election or in any way affect the validity thereof or of this Agreement. The 
exercise by either party of any of its nghts, remedies or elections under the terms of this 
Agreement shall not preclude or prejudice such parry's rights to exercise at any ocher time 
the same or other right, remedy or election it may have under this .Agreement. The nghts 
of termination provided herein are in addition to any ocher nght, remedy or election that 
either pany may have hereunder, including the right to sue for breach without termination. 

15. Severabilifv - In the event that any term or provision of this .Agreement shall for any 
reason be held to be invalid, illegal or unenforceable in any respeci. such invalidity, 
illegality or unenforceability shall not affect any other term or provision, and this 
Agreement shall be interpreted and construed as if such tenrt or provision, to the extent 
the same shall have been held invalid, illegal or unenforceable, had never been contained 
herein. 


16,1, This .Agreement constitutes the entire agreement and understanding bersveen the 
panics hereto penaining to the Serv-iccs provided hereunder and no term or provision 
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of this Agreement shall be vaned or modified b_v anv pnor or subsequent ituk-mer.t, 
conduct or act of either of the panics; except that, hereafter the panics mav imeno 
this Agreement by wntten insrrdment specificallv refemne to this A^rreement arte 
executed by an amhonzed representative of each panv. Corrections, referred to 
below, reflect the intent of the panics from the inception of the ScrMces Acreement 
which was effective September 1. 1999. 

16-2. The First Amended And Restated Sendees Agreement: expanded the dellnnion of 
’Territory'’ to include that associated with CAT SARL's Singapore branch. 

1 6.J,The Second .Amended And Restated Services Agreement: 

16.3.1. correcicd the language of the Agreement to clearlv rcHect the parties' intent 
(a) to tnje the monthly Service Fee up to actual costs plus 5%: (b) that the SerMces 
Agreement w-as first effective September I, 1999 and was not amended bv the 
Second Amcndmem of Agreements executed by and between the panics effective as 
of September 29. 1999: and (c) that the Service Agreement applies to all finished 
replacement parts transferred and'or sold by CATERPILLAR to CAT SARL at 
acquisition cost plus uplifts; 

16. 3. 2. expanded the definition of ‘Territory" to include that associated with 
Caterpillar of Australia Ltd. effective as of July 3, 2000; and 

16.3.3 expanded the Agreement to include references to sales by Disregarded Entity 
Subsidiaries effective as of July 3, 2000. 

1 6.4 The Amendment to the Second Amended And Restated Services Agreement: 

1 6.4. 1 removed from the definition of •'Applicable Goods" purchased finished 
replacement pans that are purchased by CAT SARL from C.ATERPILL.AR when such 
are acquired at CATERPlLL.AR's acquisition cost plus uplifts and corrected the 
definition of "Applicable Goods" with reference to the suppliers managed under the 
European Centralized Inventory Control system, whether related or unrelated, and 

16.4.2. in connection with 16.4,1 removed from the definition of ‘’Costs" the lansuage 
"exclusive of CATERPILLAR'S costs of performing Services associated with uoods 
sold to CAT SARL by C.ATERP1LL.AR or a Related Party at an iniercompany i arm's 
length) pnee" as (a) an adjustment in that the .Agreement no longer applies to services 
associated with purchased finished replacement parts that are purchased by C.AT 
SARL from CATERPILLAR and (b) as a correction in that the cost basis includes 
services associated with purchased finished replacement parts acquired from suppliers 
managed under the European Centralized Inventory Conn'ol system, whether related or 
unrelated. 

16.5. The Third .Amended And Restated Services .Agreement: 
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16.5,!. corrcvted the references to Disregarded Entuv Subsidunes. 

16.5.2. expanded the definition ofTemtorx' to include the Canbbean. Central 
.America, Mexico and South America effective as of December !. 2001; 

16.5.3 expanded the Serxices to be provided as SCI fonh in Schedule hand 

16.5.4. amended the definition of '•.Applicable Goods" as set fonh in Schedule 3 

16.6. The Founh .Amended and Restated Services .Agreement expanded the definition of 
the Territory to include Canada, effective as of August 30. 2002. 

] 6.7. This Fifth Amended and Restated Services .Agreement: 

16.7.1. clarifies the definition of Subsidiary as it relates to Caterpillar of .Australia 
Pry. Ltd.; and 

16.7.2. expands the definition of the Territory to include: the People's Republic of 
China, Hong Kong; and the Republic of China (Taiwan). 


17. Notices . All notices, requests, demands and other commimicarions hereunder shall be in 
writing and shall be sent by facsimile or by registered or certified mail, postage prepaid, to 
CAT SARL and CATERPILLAR at the addresses specified below: 

If to CAT SARL : Caterpillar S.A. R.L. 

76. Route de Fronienex 
121 1. Geneva. S'vitzerland 
.Attn; Legal Depanmeni 
Phone: (4| 22) 849-4203 
Facsimile: (41 22) 849-4982 


If to C.ATERPILL.AR : Caterpillar Inc. 

100 N.E. .Adams Street 
Peona. Illinois 61629*9600 
Lmted States of .Amenca 
.Attn; General Counsel 
Phone; (309)675-4452 
Facsimile: (309)675-6386, 

18, Headings. The section headings contained in this .Agreement are for reference purposes 
only and shall not effect in any way the meaning or imerpretacton of this .Agreement, 

19. .Authonrv to Enter into .Agreement . Each party warrants and represents that it has the full 
power and authonrv- to undenake the obligations set fonh in this .Agreement. 
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-0- Counierpans . This Agreement may be executed in. muliioie counterpar..-;. eacn o! 'Ar,;ch 
a i!i be deemed an ongtnal. but all ot which constitute one insrrameni. 

IN WITNESS WHEREOF, the panics hereto have executed this Aitreemeni to be 
etfecti'. e as of the EfTeciive Dale except as otherwise provided herein. 


CATERPILLAR fNC. C.ATERPILLAR S.A.R.L. 
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20. Counlerpans . This Agjeement may be cxecuied in muitiple coumerpans, e jah o: a ' 
will be deemed an onginai, bu£ ail of which consniuie one insirumsn: 

IN WITNESS WHEREOF, the panics berelo have e.xccuied ihis .Asreement !o be 
ei'feclive as of ihe Effective Date except as otherwise provided herein. 

caterpillar INC. CATERPILLAR S.A.R.L. 

By: ■'-c/j Bv: 

Title: ..e vt-.c Title: 
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FIFTH AMENDED AND RESTATED SERViCES ^GR_EEMENT 

Schedule of Services (O be Provided bv CATERPILLAR 

For purposes of this schedule references to CATERPILLAR shall include 
CATERPILLAR and any of its Subsidiaries. The Services provided bv C.ATERPILL.aR shall 
include, but not be limited to: 

1. Creation, translation, and dissemination of service manuals, service literature, and other 
matenals for replacement parts; 

2. Inventory availability management; 

3. Providing parts customer serv-ice to dealers (i.e., dealer order inquiries, dealer order 
expediting); 

4. Providing parts pricing determinations; 

5. Processing of dealer parts returns; 

6. Human resources assistance; 

7. Maintenance and support with respect to information systems; 

8. Marketing consulting {i.e., creation and support of dealer marketing programs); 

9. Strategic planning; and 

10. .Accounting services. 

.And. effective December I, 2001 . shall also include the following Services pertaining to 
CAT SARI, inventory in U.5. warehouses: 

1 1. Manage and monitor inventory levels worldwide and perTonr) expediting sen ices: 

12. .Arrange for transportation of C.AT S.ARL goods; 

13. General warehousing services and facilities for such; and 
U, Inventory management services at U S, w-arehouses. 
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FIFTH AMENDED AND RESTATEP SFRVirF^; 4rgFFMF\T 


Territory 

For the purposes of this Agreement, ••Territorv-" means Western Eurooe. 
Eastern Europe. Africa, the Middle East, the Commonwealth of Independent States, the 
Nordic Countncs, Russia and Near Asia; and effective as of December i. 1999 includes the 
following temtones that are associated with CAT SARL's Singapore branch: India. 
Bangladesh. Korea, Lao PDR, Cambodia. Thailand. Philippines. Mvanmar. Indonesia. 
Bhutan, Nepal, Malaysia. Singapore, Sri Lanka. Vietnam, and Mongolia; and effective as of 
July 3. 2000 includes, the following leiritories: Australia; Fiji Islands; New Caledonia: .New 
Zealand; Papua New Guinea; Samoa. American; Solomon Islands; Tahiti and Tonga; and 
effective as of December 1. 200! the following temtones that are associated with Cateqjillar 
Americas S.A.R.L.: the Caribbean. Central America, Mexico and South America; and 
effective August 30, 2002 includes Canada, and effective January 1, 2003. includes; the 
People’s Republic of China. Hong Kong, and the Republic of China (Taiwan), 
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FIFTH AMENDED AND RJSTATFD SERMCFS AGREEMENT 


Sen-ice Fee 


Beginning Septenjber 1. 2000 and for the remaining term of this Agreement 
unless otherwise agreed by the parties. CATERPILLAR shall charge CAT SARL for Sen ices 
rendered a Service Fee as a pweentage of Net Sales las defined below-) of the Applicable 
Goods (defined below) sold by CAT SARL (or any of its Subsidianes. when applicable i in 
the Territory as set forth in Schedule 2 and established by the parties from time to time. 

"Applicable Goods” arc those purchased finished replacement pans that are 
purchased by CAT SARL {or its Subsidiaries, when applicable) from (1) Third Pany U.S- 
suppliers; (2) suppliers managed under the European Centralized Invenlory Control system, 
w hether related or unrclatedt (3) effective January I, 2001, Shin Caterpillar Mitsubishi Ltd.; 
and (4) effective June 1 1, 2001. Third Party suppliers located outside of the U S, when such 
directly ship to locations within the Territory; and that are sold by CAT SARL (or its 
Subsidiaries, when applicable) to Third Parties. 

"Third Parties” shall mean anyone other than CATERPILLAR or any company 
that is controlled, directly or indirectly through one or more intermediate Companies, by 
CATERPILLAR. For purposes of this definition, "control" of a company means the power, 
direct or indirect, to direct or cause the direction of the management and policies of such 
company whether by contract or otherwise; aivd. in any event, ownership of more than 50% of 
the voting interests of another company shall be deemed control of that company. 

“Net Sales” shall mean the total gross sales ofC.AT SARL (or any of its 
Subsidianes, when applicable) of .Applicable Goods made in the Temtory, less, to the e.stent 
that they are included in the gross sales, any returns. 

.At the end of each year. CATERPILLAR shall determine the total of 
C.ATERPILLAR’s fully burdened (i.e.. including overhead) costs incurred by 
CATERPILLAR with respect to the Services provided by CATERPILLAR under this 
.Agreement. If the total of the costs plus 5% for the calendar year is greater or less than the 
amounts charged for such year under the first sentence of this Schedule 3. the Service Fee 
shall be adjusted and. tf greater. CAT S.ARL shall pay CATERPILLAR the difference and. if 
less. Caterpillar shall refund C.AT S.ARL the difference. This adjustment shall be made 
during the Multilateral Nening Process as soon as possible thereafter and payable in the 
subsequent year. 
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I. What intangible property will he transferred from Cat Inc, to COSARL under 
the replacement parts license? 

Cat Inc, (“Cat”) will grant a license to COSARL to make, use and sell Cat replacement 
parts to COSA’s dealers. The license will include the right to sell the products under Cat 
trademarks. 

Reg, section 1.482-4(b) (Definition of Intangible) describes an intangible as an asset that 
has substantial value independent of the services of any individual and that comprises any 
item in a specified list (Reg. section 1.482-4(h)(l)-(6)). Scanning the list, it appears that 
the following items are relevant to the replacement parts license: Patents, designs, 
trademarks, contracts, systems, procedures, know-how, methods, forecasts, estimates, and 
technical data. 




• Patents and designs: Many of the parts incorporate patented or othei^dse proprietary 
features or designs. Cat will make available to COSARL all such information as 
needed by COSARL to make, or have made for it, the licensed parts. 

• Trademark; The licensed parts will be sold under the Cat trademark. Many parts 
have the trademark stamped on them, and the packaging will be labeled with the 
trademark, 

• Contracts: COSARL will have the right to buy direct from suppliers that Cat has 
already qualified and negotiated prices and other terms with, and wfro are up and 
running as Cat parts suppliers. 

• Systems and procedures: COSARL will have access to the Cat-proprietary LogNet 
information system for ordering parts from purchased-finished suppliers. COSARL 
also uses the Cat-proprietary Distribution Requirements Planning (DRP) software for 
materials control planning at Grimbergin. 

• Know-how, methods, forecasts, estimates and technical data: Cat will make available 
to COSARL [Does Cat license this technology to COSARL? Or, does Cat use 
this technology in the context of it rendering services to COSARL?] 
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IL Best method selection for determining an arm’s length royalty for the 
replacement parts license 


The specified methods for transfers of intangibles are: 


• CUT 
. CPM 

• Profit Split 

Primary criteria for choosing the best method arc; 

• Degree of comparability between tested party or transaction and available comparable 
uncontrolled companies or transactions, and 

• Quality of the data and assumptions used in the analysis. 


Permanent SubcomtniHcc on InveMigations 

EXHIBIT #53 
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With respect to activities performed in connection with the replacement parts license, the 
following is an abbreviated list of factors that could affect comparability of Cat, 
COSARL or the license with uncontrolled companies or transactions. 

1. Functions: 

A listing of functions performed should include consideration of resources employed by 
the company in performing a particular function, such as working capital, fixed assets or 
intangible assets. 

The following table is where we need to end up. Either COSARL performs the functions 
directly, or COSARL hires Cat to perform the services for it. Either way, COSARL is 
attributed with performing the services (as long as the service fee is arm’s length and, in 
particular, compensates Cat for Cat’s use of any valuable intangibles, such as systems or 
data bases, in connection with rendering the services to COSARL). 


Function 

R&D 

Product Design/Engineering 
Manufacturing engineering 
Product fabrication 
Purchasing 

Materials management 
Marketing & Distribution; 

Inventory management 
Warranty administration 
Advertising 
Dealer Management 
Transpoitation and warehousing 
Legal 

Credit and collection 
Accounting & Finance 
HR 


Cat COSARL 

X 

X 

X 

X(worked) 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 

X 


Other 


X 

X(P/F) 


In performing its marketing and distribution function (for original equipment as well as 
for parts), COSARL brings significant intangible resources to bear, namely the “dealer 
network”. 
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2. Risks: 

This table shows where we should end up. We need to bear in mind the provisions in 
Reg. section 1 .482-l(d)(3)(iii)(B) on the identification of the party that bears a particular 
risk. There are three criteria: conduct consistent with purported risk bearing; financial 
capacity to fund losses that eould result from bearing the risk; and having managerial 
control over the business activities that pertain to the risk factor. 

Cat 

Market Risks (fluctuations 

in costs, pricing, inventory 
levels) 

R&D Risk (i.e., risk that R&D 

spending will be wasted) X 
Financial Risk (FX) 

Credit Risk 
Product Liability Risk 
General business risk 

We need to take a position on the “aggregation of transactions" provisions of Reg. 
section 1 ,482-1 (f)(2)(i). That is. do we test the replacement parts royalty and the tangible 
property transfer prices jointly, or separately? An important consideration in this regard 
is the degree to which the two categories of transactions are interrelated. If they are 
highly interrelated, then the most reliable methodology could be to test the transactions in 
an aggregated format. See Example 4 of this regulation. 

If we use a CPM and an aggregated test format, then the comparables should be a 
blended sample of distributors (for COSARL’s resale business) and manufacturers (for 
COSARL’s licensed replacement parts business). 

If we separately test the parts royalty and COSARL’s resale business, then we could use a 
CPM on the latter and (1) CPM or (2) CUT or (3) profit split on the former. 

Under an aggregated format, an alternative to the CPM is profit split. Here, we would 
argue that COSARL’s intangibles differentiate it from CPM comparables to such an 
extent that CPM is not best method. We need to order and read the Annual Reports for 
the European distributor comparables -- especially the “high intangible / dealer 
network” ones - and learn as much as we can about their distribution channels to see if 
COSARL really is that difterent. Another way of exploring this would be to compute a 
measure of SG&A intensity, as a proxy for COSARL’s investment in its dealers. Then, 
compare COSA to the comparables. Maybe SG&A as ratio of gross profit (?) 

Under the (residual) profit split approach, we would need: 

• Indicators of Cat and COSARL’s respective contributions to the combined operating 
profit of equipment and parts sales in COSA territory. In particular, measures of each 


COSARL Other 


X 


X 

X 

X 

X 
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party’s relative contribution ofintangibleproperty to the relevant business activity are 
needed, such as market data on fair maricet value, or indirect measures such as the 
capitalized cost of developing the intangibles (less an appropriate amount of 
amortization based on the useful life of each intangible). 

To do this, we’ll need intangible development costs for Cat ((R&D? and something for 

the trademark(?)) and COS ARL (dealer development costs). 

Recommendation; 

• CPM imder aggregation of transactions format to determine royalty rate 

• Supplement by a residual profit split analysis, under an aggregation of 
transactions format 

• Use one royalty rate for all licensed repiacOTient parts 

• Supplemental test / test of reasonableness of royalty through CUT and Sundstrand. 


Confidential Treatment Reniiested bv PwC 


PwC PSI CAT 00199861 



604 


“To Do” List 






0 


/ v«i>' 

1. Re\dew Anniial Report ox each European comparable distributor for detailed 
description of its distrpution network; compare and contrast this with COSARL’s 

2. Compile refined sample of European distributors comparables 

3 . Compile refined sample of European “licensee” (i.e., manufacturer) comparables 

4. Get COSA balance sheets for last 3 years in orderto make asset adjustments to the 


7- 


PLIs 

Define and get COSA “dealer development costs” for past 3 years (for residual profit 
split). 

Define and get Cat “intangible development costs” for past 3 years (for residua! profit 
split). 

Conduct more P&SS interviews to ascertain 1) if DBS, Antares, DRP and LogNet are 
really “transferred” to COSARL, or just used by Cat as it performs services to 
COS ARL, and 2) catalog all the seivices that Cat will be performing for COSARL in 
connection with COSARL’s replacement parts business, and find out how P&SS 


accountants allocate such costs to COSARL 
|fL 8. Determine and compute a measure of “SG&A intensity” for COSA and the 

distributor comparables to see if there is quantifiable evidence that COSA spends 
more on distribution channel man^ement that the comparable distributors, 
rn/ 9. Refine Gene’s CUT sample into the best group (i.e., eliminate commission agents and 
obvious non-parts agreements, etc.) 

TKf 10. Summarize Sundstrand into a one-page piece that discussed the relevance of that case 
to the COSARL licensed replacement parts situation. 


co's 


TxH.- hc«x 

7 = 4 $^ ) 

^ ^ /Z J 


ww r ^ 

Ora . f. w, .A.Ji 


Confidential Treatment Requested by PwC 


PwC_PSt_CAT_0C199862 



605 


Steven Williams’ Response to Supplemental Questions for the Record 

From 

Chairman Carl Levin 

Permanent Subcommittee on Investigations 
Hearing On 

“Caterpillar’s Offshore Tax Strategy” 

April 1,2014 

1. During the hearing and in prior interviews with the Subcommittee, you were asked 
about what has been marked as Hearing Exhibit 13, "Economic Analysis of Intangible 
Assets T ransferred by Caterpillar Americas Co. to Caterpillar Americas SARL," an 
analysis performed by PricewatcrhouseCoopcrs in 2001. During your Subcommittee 
interview on February 18, 2014, you stated the 2001 exhibit could be read as 
inconsistent with the valuation approach taken by PriccwaterhouscCoopcrs in 1999, 
regarding the marketing intangibles recognized by Caterpillar SARL (CSARL). You 
also stated that, under a Section 367(d) analysis, goodwill created by Caterpillar 
Americas Co. (CACO) outside of the United States would not have been subject to a 
transaction charge when transferred to CSARL in 2001. During the Subcoinniittcc 
hearing, you tcstiFicd that the analysis in Exhibit 13 was "looking at the intangibles 
that were inside the United States," and “|i|t did not include the intangibles outside the 
United States." 

a. According to Exhibit 13, "the engagement entailed testing the arm's length value of 
the following assets ... (7) Any Other Marketing-Related Intangibles (such as 
Customer Lists or Dealer Network) Associated with the Caribbean, Central America, 
Mexico, and South America; and (8) Good Will and Going-Concern Value Located in 
the Caribbean, Central America, Mexico and South America." Given that language, 
was your statement accurate that the 2001 valuation analysis "did not include the 
intangibles outside the United States'".' 

Response: 

My statement in the hearing, that the 2001 analysis' “did not include the intangibles 
outside the United States" was incorrect, since it is clear in the CACo Report that assets both 
inside and outside the United States were considered. That statement was an honest and 
unintentional mistake on my part. It reflected my misplaced recollection of an analysis, 
considered as the report was prepared many years ago, that, under Internal Revenue Code 
("IRC") § 367(d), certain assets outside the United States arc not subject to a U.S, transaction 
charge. 


' "Economic Analysis of Intangible Assets Transferred from Caterpillar Americas Co. to Caterpillar Americas 
SARL". referred to as “CACo Report" for the purposes of this response. 
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The CACo Report, consistent with the requirements under I'reas. Reg. § 1 ,482-4(b), valued 
the Intangible Assets Transferred, separate from the value of any services, since the services are 
performed outside of the United States and there tvas no need to transfer the value attributed to 
these services. The CACo Report describes certain intangible assets of CACo, and as 
described in that report, some of those assets arc associated with, or located, in non-U. S. 
territories. The CACo Report docs not evaluate assets "inside" or "outside" the United States 
differently. 

The CACo Report considers the intangible assets, separate from any services. The 
Treasury Regulations under IRC § 482 do not make a distinction between the location of where 
intangible assets are owned or created. Other provisions of the IRC arc relevant in determining 
the tax consequences of the transfer of assets that are considered to be "foreign" assets. 

The phrase 1 used in the hearing, that the CACo Report "did not include the intangibles 
outside the United States" refers to a conclusion that could be reached under an analysis under 
Sec. 367(d), i.e., that assets which arc considered pan of foreign goodwill and going concern 
are not subject to a U.S, transaction charge in certain transfers. While not the subject matter of 
the final CACo report, previous consideration of this IRC § 367 analysis did influence my 
statement that the intangibles developed outside of the United States were not relevant to the 
analysis. At the time that the CACo report was being prepared, it was debated whether to 
prepare the report instead under an IRC § 367 analysis. It was, however, ultimately 
determined that IRC § 482 and the Treasury Regulations thereunder would be the methodology 
to be used for the analysis in the report. The conclusion regarding the value of the intangibles, 
independent of the services, would have been the same under either analysis. The Sec. 1 .482 
conclusion of no value independent of the value of the services eliminated the need for a 
separate IRC I) 367 analysis. 

In the case of CACo. the practical conclusion is similar in both analyses. Using the 
definition of intangibles under Treas. Reg. § 1.482-4(b), in which intangibles arc valued 
independent of the services of any individual, the value of the intangible assets transferred to 
CAmSARL have little value outside the value of the services. Under an analysis under IRC § 
367(d), in which intangibles that are considered to be part of foreign goodwill or going concern 
are not subject to a U.S. transaction charge in certain transactions, the remaining U.S. assets 
transferred are valued separately. 

The assets considered in the CACo Report, including Customer List and Dealer Network 
were found, under IRC § 482 and the Treasury Regulations thereunder, to have limited value 
without the associated services, flic construction that I mistakenly used in the hearing, 
“outside the United States" reflects, in effect, the practical conclusion that the foreign assets 
did not have value without the associated services. 
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b. Ifany intangibles were created by CACO outside the United States, please describe 
them in detail, including the years in which they were created, the types of intangibles 
created, the functions of the employees that created them, and the location of such 
employees. 

Response: 

Since the 1960s, CACo had employees working alongside of the dealers outside of the 
United States. By 2001, in the Latin American territories, there were approximately 100 
personnel performing dealer activities from offices outside the United States. These individuals 
assisted the dealers and end users in various areas: product selection, dealership management, 
sales and service activities, finance and parts guidance and support. There were several "sub- 
regions” which contained offices for these field personnel including offices in the Caribbean, 
Mexico, Central America, Northern South America, Brazil and Southern South America. 

For example, in 2001, the employees working in offices outside the United States consisted of 
individuals in ten Latin American countries/territorics' providing significant guidance, strategy, 
and support to dealers in the area of Machine Sales, Parts Sales, Dealer Service, Financing, 
Power Systems (Electric Power Sales, Marine Petroleum Sales, OEM Truck Engines), and 
Global Mining (Sales and Product Support). The breadth and expertise of these individuals 
created marketing intangibles such as "brand awareness" of Caterpillar in the region, through 
their efforts with Dealers and end users, attendance and marketing at trade shows, regional 
advertising and other activities. Their daily or weekly assistance provided to the independent 
dealers enhanced the performance of the Dealer Network. These services are essential in 
building the Dealer Network, since without these services, the Dealer Contracts by themselves 
have little value. 


c. Do you view the 2001 valuation analysis conducted of CACO intangibles to be 

inconsistent with the 1999 valuation analysis conducted of CSARL intangibles, as you 
indicated during your Subcommittee interview? If not, please explain what changed 
your view. 

Resnonsc: 

1 believe 1 indicated in the Subcommittee interview that the two analyses “could be read as 
inconsistent”. In the hearing, 1 stated that there was "an apparent inconsistency" in the two 
transactions and that remains my view. In response to Chairman Levin's hearing question as to 
whether there was an inconsistency, I stated that, "1 was recognizing that in two different 
transactions under different circumstances and dilTcrcnt approaches, different assets being 
valued, that there was a different conclusion.” Earlier in the hearing, I also explained the 
inconsistency by stating, "The reason for that is these were different analyses under different 
times and actually looking at different assets and different values.” 

To understand the context of the issues raised by your question, is essential to distinguish the 

' Counlries/tcrritories included Costa Rica, Mexico. Panama, Puerto Rico, Brazil, Chile, Venezuela, Ecuador, Peru. 
Colombia and Guatemala. 
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value of ihc underlying intangible from the value of the intangible as enhanced by any services 
required to enhance and support the intangible. A closer examination, therefore, shows that the 
two analyses were examining dilTcrent fact patterns; 

• The 1999 analysis considered the COSA/Caterpiliar SARL intangibles, as part of the 
bundle of assets owned, risks borne, and functions performed by Caterpillar SARL, 
and measured the income earned by Caterpillar SARL in its role. The 1999 analysis 
reviewed the income resulting from the entirety of Caterpillar SARL’s activity. 

The 1999 analysis did not specifically place a value on any particular asset or component of 
an asset; instead the 1999 analysis evaluated the arm's-length income to be earned by Caterpillar 
SARL for its combination of functions, assets, and risk. 

The 1999 analysis recognized the “dealer network" as one of the value drivers managed by 
COSA (predecessor to Caterpillar SARL). The term “dealer network" is not a defined term in 
the tax regulations. At Caterpillar, the term “dealer network"’ is understood to be comprised of 
Dealer Contracts between COSA (or other marketing companies) and the individual dealers, as 
well as the performance of services necessary to fully realize the value of the network. These 
services included the activities of COSA’s marketing personnel and especially the field-based 
representatives to the dealers that provide: dealer, machine sales, pans, service, and finance 
guidance, strategy and support, as well as the associated programs, procedures, manuals, and 
brochures which are utilized by the field personnel. These services were performed by 
employees of COSA, COSA's branches, and entities that were compensated by COSA. 

• The 2001 analysis considered Ihc value of Dealer Contracts and other intangible assets, 
separate from the services of individuals, as required by Treas. Reg. § 1.482, The 2001 
analysis reviewed only the cnumeruled assets owned by CACo. 

The 2001 transfer from CACo to CAmSARL (effective 30 November 2001), by contrast, 
evaluated only the transfer of certain assets of CACo. separate from any services. The CACo 
Report performed an analysis of the value of the assets under Treas. Reg. § 1.482-4(b). in which 
intangible property is defined as "any commercially transferable interest in any item included in 
the following six classes of intangibles, that has substantial value independent of the services of 
any individual."^ The six classes of intangibles arc specified as; 

( 1 ) Patents, inventions, formulae, processes, designs, patterns, or know-how; 

(2) Copyrights and literary, musical, or artistic compositions, 

(3) Trademarks, trade names, or brand names; 

(4) Franchises, licenses, or contracts; 

(5) Methods, programs, .systems, procedures, campaigns, surveys, studies, forecasts, 
estimates, customer lists, or technical data; . 

(6) Other similar items. 

The CACo Report valued the specific assets as identified in the Contribution in Kind 


' See CACo Report, at i’wC_PSI_CA'iL00 142361, 
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Agreement, specified in Appendi.x A as;'' 

List and Description ofTransferred Contracts (listed in Exhibit B to the Agreement) 

List of Intangible Assets (listed in Exhibit C to the Agreement) 

Marketing Brochures & Product Categories 
Website 

Any Other Marketing Related Intangible Property Rights Associated With the 

Caribbean, Central America, Mexico and South America 

Order Tracking Software 

“Pro2000" and “Masters” Training Programs 

Product Technical Data Library 

Procedures and Manuals 

Goodwill Located in the Caribbean, Central America, Mexico and South America 
Going Concern Value Located in the Caribbean. Central America, Mexico and 
South America 

PwC viewed the Dealer Network as part of the category "Any Other Marketing Related 
Intangible Property Rights”, but as mentioned above, the "Dealer Network” is a combination of 
the actual contracts entered into between the Dealers and the marketing entities such as CACo, 
and the services provided by the field-based service representatives who maintain daily or 
weekly contact with the in-country dealers. 


d. 'Were the intangibles owned by CACO in 2001 considered by PriccwaterhouscCoopcrs 
to be "intangible property" under the dennilion of Section 936(h)(3)(B)? Why or why 
not? 

Response: 

Yes, however the value of the intangibles transferred by CACo in 2001 must, under the 
Treas. Reg. § 1 .482 analysis used in the report, be determined independent of the value oflhc 
services which enable them. 


c. Were the intangibles recognized in CSARL in 1999 con.sidcrcd by 

PriccwatcrhouscCoopers to be "intangible property" under the definition of 
Section 936(ii)(3)(B)? Why or why not? 

Response: 

Yes, however the amount of income attributable to the intangibles employed by 
Caterpillar SARL in 1 999 included the value of the services which enable them and the 
risks to which they were subject. 

In both the 1999 Caterpillar SARL analysis and the 2001 CACo analysis, PwC 
considered the intangible assets using the Treas. Reg. § 1 .482 definition, which is very 


' See CACo Repon, at PwC PSI CAT_00142369-O0l42377. 
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similar to the IRC § 936(h)(3)(B) definition. In particular, .vee page 1 and page 7 of the 
CACo report, where the CACo Intangibles were valued using Treas. Reg. § 1 . 482. 


f. Were the CSARL intangibles recognized in 1999 equivalent to the ones evaluated 
at CACO in 2001? Why or why not? 

Response: 

The intangibles are similar but involve different regions. However, the statutorily 
required valuation approach in each instance was different. The Caterpillar SARL 
intangibles evaluated in 1999 considered the income earned by Caterpillar SARL from its 
combined attributes of its functions performed, its risks borne, and its assets owned. The 
CACo intangibles evaluated in 2001 considered only the intangible assets transferred by 
the Asset Transfer Agreement, independent of the associated services and business risks. 


g. Please identify any additional language front Exhibit 13 that supports treating and 
valuing the 2001 CACO intangibles differently from the 1999 CSARL intangibles. 

Response : 

Please refer to page 7 of the CACo Report (PwC_PSi_CAT_OOI42361) that describes the 
Treas. Reg. l.482-4(b) definition of intangibles as commercially transferable interests in 
certain items having '‘substantial value independent of the services of any individual." 


h. Please identify and provide copies of any contemporaneous documents, from in or 
around 2001, that support treating and valuating the 2001 CACO intangibles 
diffcrcnlly from the 1999 CSARL intangibles. 

Response : 

To date. 1 have not identified any documents, from in or around 200! that address treating 
and valuating the 2001 CACo intangibles differently from the 1999 Caterpillar SARL 
intangibles. 
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James Bowers’ Response to Supplemental Questions for the Record 
From 

Chairman Carl Levin 

Permanent Subcommittee on Investigations 
Hearing On 

“Caterpillar’s Offshore Tax Strategy” 

April 1,2014 

In your interview with the Subcommittee on January 23, 2014, when asked whether you 
had heard of an inventory system like Caterpillar’s “ITAS” inventory, you said; “First 
time.” In addition, when asked whether there were any risks associated from an audit 
view concerning ITAS, you said: “We had lots of discussions, but ultimately got 
comfortable with it and what it did.” 

During the Subcommittee's hearing on April I, 2014, you had the following exchange 
with Senator Levin: 

Q; Mr. Bowers, one of our experts today said he had never heard of a company 
keeping nvo sets of inventory books using a virtual inventory system separate 
and apart from the company's general inventory system. One to track the parts 
for the business enterprise, the other to keep track of inventory for tax purposes. 
Prior to Caterpillar's use of the inventory system, had you ever heard of a 
virtual inventory system? 

A: Senator, different management books from legal books arc very common, 

Q: Mr. Bowers, I'm not talking about that. I'm asking about inventory systems. 

Had you ever heard of a virtual inventory system prior to Caterpillar's use of an 
inventory system? Had you ever heard of it? 

A: Senator, different management books from legal books are very common. 

A: That particular term I had not heard of. 

Q: No. Put aside that. Had you ever heard of a virtual inventory system? 

A: An inventory system similar to what has been referred to as virtual I have seen 
before. 

Q: You have? 

A: Mmhmm. 

Q: You've seen it, but you just never heard it described as a virtual one? 

A; Ya, it's difficult to understand, you know, an inventory bin is a very physical 
thing— 
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Q: Is that what you told our staff by the way? When we asked you specifically have 
you ever heard of a virtual inventory system or similar system you said no before 
you saw this system. Did you not tell our staff you had never heard of it? 

A: It depends upon how the question gets asked, sir. 

Q: The way I just asked it. 

A: A virtual inventory system I have not heard of. But when you think about what 
that sentence says, an inventory bin is a very real thing. 

Please clarify for the record what appear to be inconsistent statements in your 
Subcommittee interview versus your testimony concerning the ITAS virtual inventory 
system. Please identify the other companies which you saw using a virtual inventory 
system similar to the system used by Caterpillar. 

Response: 

in my interview with Subcommittee staff on January 23, 20 1 4, Subcommittee Counsel 
asked whether 1 had heard of an inventory system like Caterpillar's inventory tracking and 
accounting system ("ITAS”). There was also some discussion, at the time, of the use of the term 
’’virtual” to describe ITAS. I indicated during that interview, and again in my testimony at the 
Subcommittee’s April 1. 2014 hearing, that 1 had not heard of a ■’virtual” inventory system prior 
to hearing the term in connection with ITAS, 

At the hearing, 1 was asked additional questions about my knowledge of “a virtual 
inventory system” or a “similar system.” Let me note at the outset that “virtual” inventory 
system is not a term i regularly use, and ’‘virtual” is not the way 1 normally view inventory 
systems. As 1 said in my testimony, ”it's difficult to understand,” at least to me, the use of the 
term ’’virtual" to describe any inventory system, since inventory is a concrete and physical thing. 
When 1 indicated, in response to the questions that I had seen an inventory system similar to 
ITAS, 1 was focusing on inventory systems that shared some characteristics of ITAS. For 
example, 1 am generally aware that some inventory systems used in certain sectors of the 
agriculture and energy industries account for inventory stored in one place that belongs to 
multiple owners, as is true with ITAS. ITAS remains the only case that 1 am aware of where a 
company used a system referred to as a ’’virtual" inventory system. 

In my interview with Subcommittee staff. I was also asked whether there were any risks 
associated with ITAS. As noted in Question #1, 1 responded that we had lots of discussion and 
ultimately got comfortable w-ith the inventory system. At the hearing, ! made clear that 1 had 
"conversations about tax risks" concerning ITAS. 
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The discussions and conversations we had about 'Tax risks” centered around whether 
Caterpillar could develop a system that would meet the applicable technical tax requirements, 
and whether the system that was needed could be implemented within the necessary timeframe. 
Based on those discussions, and the fact that the system was actually built and implemented 
within the necessary lime frame, I did gel coniforlable with Caterpillar’s implementation of 
ITAS. 
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May 2, 20! 4 


*** CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION *** 


Response of Caterpillar Inc, to Inquiry Relating to Treatment and Use of Offshore Funds 

This document sets forth Caterpillar Inc.’s (“Caterpillar” or the “Company”) response to the 
Supplemental Questions for the Record contained in the Subcommittee’s letter dated April 11,2014. 
Caterpillar requests confidential treatment of this response, as it contains Company confidential and 
proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

Caterpillar’s Responses to Supplemental Questions for the Record from Senator Carl Levin 

1. During her testimony before the Subeommittee, Julie Lagacy, Vice President of Caterpillar 
Ine.’s Finanee Serviees Division, stated that “at the time of this realignment, wc had 
approximately 500 employees in our Geneva office, but perhaps more importantly, 
thousands of employees outside the United States doing the work to help sell parts on 
machines.” Ms. Lagacy testified later: “CSARL had thousands of employees. We had 500 
employees at that time in Geneva, Switzerland.” According to a letter provided by 
Caterpillar Inc. to the Subcommittee on August 30, 2013, Caterpillar SARL (CSARL) had 
between 643 and 682 employees between the years 2010 and 2012. In addition, according to 
a letter provided by Caterpillar Inc. to the Subcommittee on December 3, 2013, Caterpillar 
had 1,848 non-U.S. employees supporting the “purchase, storage, movement, and sales of 
replacement parts” in tbe year 2006, rising to 3,409 non-U.S. employees by 2012. Of those 
employees, the December letter identified 66 who were based in Geneva in 2012. 

a. Is Ms. Lagacy’s statement, that “CSARL had thousands of employees,” accurate? 

If so, please indicate each year since its formation in w hich CSARL has had 
thousands of employees aud provide the total number of employees iu each such 
year. If the statement is not accurate, please confirm whether the August letter 
provided the correct number of CSARL employees. 

b. Of the total number of employees at CSARL in Switzerland in 2012, how many 
supported the purchase, storage, movement, and sales of replacement parts? 

During these years, thousands of employees outside the United States supported the “purchase, 
storage, movement, and sales of replacement parts” by CSARL. These personnel were not employees of 
Caterpillar Inc., but instead were employees of CSARL, a non-U.S. subsidiary of CSARL, or a non-U.S. 
affiliate of CSARL. The Caterpillar multinational group contains approximately 450 non-U.S. 
subsidiaries, one being CSARL, which are each separate legal entities from Caterpillar Inc. Set forth 
below are tables reflecting the legal entities that employed the personnel outside the United States 
included in the table in the December 3, 2013 letter. These were the thousands of employees that did 
work supporting parts as referred to by Ms. Lagacy. 
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Parts O lstrtbution Non-US Headcount 
Employing legat Entity 


Redacted By 

Permanent Subcommittee 


iTotal Non-US Headcount Hourly 


Non-US Headcount Management 


jCmploying legal Entity 


Redacted By 

Permanent Subcommittee 
on Investigations 


jTotal Non-US Headcount Management 


Global Purchasing Non-US Headcount , 

1 Non-US Headcount Management 





Redacted By 

Permanent Subcommittee! 
on Investigations 


Icaicr 


Redacted By 

Permanent Subcommittee 
on Investigations 


I'lotal Non-US Headcount Managem ent 


The August 30, 2013 letter is correct in stating that, in 2012, there were 66 employees of CSARL 
(as a separate legal entity) that were located in Switzerland who directly supported the purchase, storage, 
movement, and sales of replacement parts. 
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2. During his testimony, Robin Reran, Caterpillar Inc.’s Chief Tax Officer, stated that all of 
Caterpillar’s offshore warehouses were owned by CSARL or one of its subsidiaries. Please 
identify the owner of each of Caterpillar’s warehouses, whether the warehouse is located 
within or outside of the United States. If the warehouse is owned by a subsidiary of 
CSARL, please identify that subsidiary and describe CSARL’s ownership interest in that 
subsidiary. 

The table below sets forth the legal entities that owti warehouses located outside the United 
States, and reflects the relationship of these entities to CSARL. 


; Warehouses located outside 

of the United State: 

s: 


City 

Country 

Warehouse Owner 

Relationship of Warehouse Owner to 
CSARL 

Grimfaergen 

Belgium 

Caterpillar Distribution Services Europe BVBA 

Caterpillar SARL Affiliate 

Dubai 

Arab Emirates 

Caterpillar Distribution Services Europe BV3A - 
Dubai branch 

Caterpillar SARL Affiliate 

Piracicaba (Non Bonded) 

Brazil 

Caterpillar Brasil ltda. 

Caterpillar SARL Affiliate 

Ptradcaba (Bonded) 

Brazil 

Caterpillar Brasil Ltda. 

Caterpillar SARL Affiliate 

Monterrey 

Mexico 

Caterpillar Americas Mexico S.de R.L de C.V. 

Caterpillar SARLSubsidisry (100%) 

San Luis Potosi 

Mexico 

Caterpillar Americas Mexico S.de R.L. de C.V. 

Caterpillar SARL Subsidiary { 100%) 

Melbourne 

Australia 

Caterpillar of Australia Pty. Ud. 

Caterpillar SARL Affiliate 

Johannesburg 

South Africa 

Caterpiilar(Africa) (Proprietary) Umited 

Caterpillar SARLSubsidiary (100%) 

Singapore 

Singapore 

Caterpillar SARL- Singapore branch 

Caterpillar SARL - Singapore branch 

Moscow 

Russia 

Leased from 3rd party by Caterpillar Distribution 
International LLC 

Owned by 3rd party 

Shanghai {Bonded) 

China 

Caterpillar Logistics (Shanghai) Co. Ltd. 

Caterpillar SARLAffiliate 

Shanghai (Non Bonded) 

China 

Caterpillar Logistics (Shanghai) Co. Ltd, 

Caterpillar SARL Affiliate 

Toronto 

Canada 

Caterpillar of Canada Corporation 

Caterpillar SARL Subsidiary (100%) 

Yatala (Queensland) 

Australia 

Caterpillar of Australia Pty. ltd. 

Caterpillar SARL Affiliate 


Note that the Toronto, Canada warehouse closed in 2010 and the Yatala (Queensland), Australia 
warehouse is new and does not yet hold inventory. The table below lists the warehouses located within 
the United States, all of which are owned or leased by Catcipillar Inc. 



City 

State 

Warehouse Owner 

Morton 

Illinois 

Caterpillar Inc. 

Clayton 

Ohio 

Caterpillar Inc. 

Atlanta 

Georgia 

Leased from 3rd Party by Caterpillar inc. 

Denver 

Colorado 

Caterpillar Inc. 

Miami 

Florida 

Caterpillar Inc. 

Spokane 

Washington 

Caterpillar inc. 

Arvin 

California 

Caterpillar Inc 

York 

Pennsylvania 

Caterpillar Inc. 

St. Paul 

Minnesota 

Caterpillar Inc. 

Waco 

Texas 

Caterpillar Inc 
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CaterpillarLs Responses to Supplemental Questions for the Record from Senator John McCain 

Q. Please submit for the record the years for which the IRS has already completed its audit of 
Caterpillar. For any years in which the IRS proposed adjustments, please note the year and 
provide an explanation for any adjustments that were made by Caterpillar. 

Caterpillar is audited by the Large Business and International (LB&I) Division of the IRS, which 
examines corporations with assets in excess of SIO million. Like other large multinationals, Caterpillar is 
a “Coordinated Industry Case” taxpayer, and as such is subject to examination on a continuing basis by a 
team of IRS revenue agents. During these examinations, which arc typically conducted in multi-year 
cycles, the IRS revenue agents examine Caterpillar’s tax returns along with the returns of its affiliated 
entities. The IRS revenue agents gather information about particular subject matters in which they arc 
interested by issuing “Infonpation Document Requests,” or‘TDRs.” IDRs typically request financial 
data, other company records, or written explanations of particular tax positions taken by the taxpayer. 

Since the CSARL restructuring in 1999, the IRS has completed three separate audit cycles, as set 
forth in the table below. For each cycle, this tabic includes the number of IDRs issued by the IRS and a 
description of the major substantive areas covered by these IDRs, 


Tax Years 

Status of Audit Cycle 

Number of IDRs 
Issued 

Primary Substantive Issues 

199M999 

Closed 

593 

FSC export incentive, R&E credits/deductions, 
foreign tax credits, transfer pricing, !ike-kind 
exchanges, fringe benefits, insurance 

2000-2004 

Closed 

508 

CSARL restructuring and operations, ETI export 
incentive, R&E credits/deductions, depreciation 
deductions, real estate taxes, foreign tax credits, 
transfer pricing 

200.^-2006 

Closed by the IRS; 
2005 “reopened" by 
Catei-pillar to the extent 
of the cairyback of a net 
operating loss 

353 

CSARL restructuring and operations, section 199 
domestic production incentive, R&E 
credits/deductions, foreign tax credits, transfer 
pricing, section 965 repatriation incentive 


The changes to CSARL’s operations, which were the focus of the discussion in the hearing, were 
prominently reflected in detailed lax return disclosures, transfer pricing documentation, and responses to 
IDRs in these audit cycles. The audit of the restructuring of CSARL and its operations has occurred 
repeatedly since the initial realignment. The first audit began in 2004 with respect to the 2000-2004 audit 
cycle. During this cycle, the IRS issued 50 CSARL-rclatcd IDRs ranging from copies of financial 
statements, documents related to the fonnation of CSARL, and agreements involving CSARL. The IRS 
participated in an on-site, two-day interview regarding CSARL’s supply chain, specifically examining 
products bought and .sold by CSARL. After extensive resources were expended by both the IRS and 
Caterpillar, no adjustments were proposed or made by the IRS for the 2000-2004 audit cycle with respect 
to the CSARL restructuring or its ongoing operations. 

The audit of these matters continued with respect to the 2005-2006 audit cycle beginning in 2008. 
The IRS issued additional related IDRs and received the Schlicksup lawsuit filings in June 2009. In 
September 2009, Caterpillar was informed by the IRS examination team that an IRS international 
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examiner was specifically investigating the tax claims made in the lawsuit and that the 2005-2006 audit 
would be extended for additional months. 

Subsequently, nine additional related IDRs were issued. After further extensive IRS and taxpayer 
resources were expended for the 2005-2006 audit cycle on this matter, no adjustments were proposed or 
made by the IRS regarding the CSARL restructuring or its operations. 

For these same audit cycles for the years 1999 through 2006, the following table summarizes the 
material proposed adjustments that were initialed by the IRS and the ultimate disposition of such 
proposed adjustments. Note that this tabic docs not include the adjustments that were initiated by 
Caterpillar on its own volition to correct errors identified by Caterpillar, which generally comprise the 
vast majority of the total proposed adjustments. The company itself flags these items for the IRS 
examination team even when the result is for Caterpillar to pay more taxes. Also note that the dollar 
amounts in the table below are amounts of income, not tax. 


IRS Initiated 

Proposed 

Adjustments 

1999 

2000 : 

[ 2001 

Proposed 

Adjustment 

Final 

Adjustment 

Proposed 

Adjustment 

Final 

Adjustment 

Proposed 

Adjustment 

Final 

Adjustment 

Reduction of 
Foreign Sales 
Corporation 
Commission 
Expense 

5248,652,398 

SO 





Treatment of 
Extraterritorial 
Income as 
Subpart F 
Income 





527,215,902 

59,525,566 


IRS Initiated 

2002 

j 2003 ^ 

2004 

Adjustments 

Proposed 

Adjustment 

Final 

Adjustment 

Proposed 

Adjustment 

Final 

Adjustment 

Proposed 

Adjustment 

Final 

Adjustment 

Treatment of 
Extraterritorial 
Income as 
Subpart F 
Income 

564,891,916 

55,476,326 

585,163,040 

514,028,357 

5182,586,197 

$30,153,521 

Reduction in 
Foreign Tax 
Credit for 
Singapore 
Withholding 
Taxes 



S3,31 1,951 

. 

0 i 

1 

: 

i 

52,805,416 

0 
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IRS Initiated 

Proposed 

Adjustments 

2005 

[ 2006 

Proposed 

Adjustment 

Final 

Adjustment 

Proposed 

Adjustment 

Final 

Adjustment 


Redacted By The 
Permanent Subcommittee 
on Investigations 


Treatment of 
Extraterritorial 
income as 
Subpart F 
Income 

$185,357,779 

550,951.273 | 

Si77,486.841 

$168,937,216 


As Mr. Bcran noted during the hearing, in the closed audit cycles, the IRS propovsed no 
adjuslTnentsS relating to CSARL transfer pricing issues or any other CSARL-rclated matters of the kind 
discussed in the hearing. As Mr. Beran also noted, the years 2007 forward are still open and remain 
subject to examination by the IRS. The IRS examination team is currently working on an audit cycle 
consisting of the years 2007 through 2009, including 2005 to the extent of the net operating loss 
caiTyback. 

While the IRS examination team has not yet completed its examination for the 2007 - 2009 cycle, 
including 2005 to the extent of the net operating loss carryback, the team has provided Caterpillar with 
Notices of Proposed Adjustment (“NOPAs”) for these years in two areas. A NOPA is used by the IRS to 
communicate a potential adjustment, but it is not a final tax assessment. Legal theories and calculations 
provided by the IRS in support of a NOPA arc not always fully developed or supported by the relevant 
facts and law, and these legal theories and calculations do not necessarily reflect final conclusions on the 
part of the examination team, much less on the part of the IRS as a whole. 

In the first area, the IRS examination team has proposed to tax on a current basis profits related to 
CSARL purchased finished replacement parts transactions, based on “subsiance-over-form” and/or 
“economic substance” theories similar to those discussed in the April I, 2014 hearing. As explained in 
our hearing testimony, Caterpillar remains confident that the relevant transactions complied with all 
applicable provisions of the Internal Revenue Code and the regulations promulgated thereunder, and did 
not violate any applicable judicial doctrines, including the substance-over-fonn and economic substance 
doctrines as they have been developed under the relevant case law. In the event that adjustments arc 
asserted upon completion of the field examination relating to these matters, Caterpillar would vigorously 
contest the adjustments and would expect to prevail in any adjudication of the issue on the merits. 
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In the second area, the IRS issued an incomplete, unsigned NOPA proposing to disallow foreign 
tax credits that arose as a result of certain financings unrelated to CSARL. The IRS has not provided a 
technical explanation of their legal rationale for disallowing the foreign tax credits. If this NOPA is 
finalized, Caterpillar will contest the proposed adjustment on the basis that the company fully complied 
with all relevant tax law during the years the transactions giving rise to the foreign tax credits at issue 
were in place, and again we would expect to prevail in any adjudication of the issue on the mcrits. 
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Subject: FW; Caterpiilar"s Response to May 30th Questions 

Date: Friday, June 13, 2014 4:32:37 PM 

From: Erickson, Elizabeth I' mailto : EEricksonOimwe.cofn l 
Sent: Friday, June 13, 2014 03:43 PM Eastern Standard Time 
To: Katz, David (HSGAC); Goshorn, Daniel (HSGAC) 

Cc: Ryan, Stephen < SRvan(5)mwe.com > 

Subject: Caterpillar’s Response to May 30th Questions 

Dear Mr. Katz and Mr. Goshorn, 

Caterpillar submitted its responses to the Subcommittee's questions for the record on May 2nd 
("QFR Response"). On May 30th, you called with a couple of follow-up questions regarding the 
information submitted. Please find below Caterpillar's response to these follow-up questions. 
Caterpillar requests confidential treatment of this response, as it contains Company confidential and 
proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U.S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

As always, please call me with any questions. 

1. With respect to Question 1 of the QFR Response, the Subcommittee staff requested 
clarification as to which entity employed the employees doing work to support parts outside the 
United States. 

As indicated in Question 1 of the QFR Response, thousands of employees outside the United States 
supported the "purchase, storage, movement and sales of replacement parts" by CSARL. These 
were the thousands of employees that did work supporting parts as referred to by Ms. Legacy. 

These employees were not employed by Caterpillar Inc. Rather, they were employees of CSARL, a 
non-U.S. subsidiary of CSARL, or a non-U.S. affiliate of CSARL. For this purpose, a "non-U.S. 
subsidiary" of CSARL would include a non-U.S. entity owned, directly or indirectly (through a chain 
of ownership), by CSARL (i.e., a "parent-subsidiary" relationship to CSARL), and a "non-U.S. affiliate" 
of CSARL would include those non-U.S. entities owned, directly or indirectly, by Caterpillar Inc. but 
in which CSARL does not own a direct or indirect ownership interest (i.e... a "brother-sister" 
relationship to CSARL, and a "parent-subsidiary" relationship to Caterpillar Inc.), That is, Caterpillar 
Inc. has approximately 450 non-U.S. subsidiaries, one being CSARL. The non-U.S. subsidiaries of 
Caterpillar Inc. that are owned, directly or indirectly, by CSARL are non-U.S. subsidiaries of CSARL, 
and the non-U.S, subsidiaries of Caterpillar Inc. that are not owned, directly or indirectly, by CSARL 
are non-U.S. affiliates of CSARL. The thousands of employees outside the United States that 
supported the "purchase, storage, movement and sales of replacement parts" were employees of 
CSARL, these non-U.S. subsidiaries of CSARL, or these non-U.S. affiliates of CSARL, and were not 
e.mployees of Caterpillar Inc. 

2. With respect to Question 2 of the QFR Response, the Subcommittee staff requested 
clarification as to the meaning of "Caterpillar SARL Affiliate" in the table. 
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For purposes of the table, the term "Caterpillar SARL Affiliate" means a non-U. 5, affiliate of CSARL as 
defined above. 


Regards, 

Elizabeth A. Erickson 

Partner 

McDermott. 

Wilitt Emery 

McDermott Will & Emery LLP The McDermott Building 500 North Capitol Street, N.W. 
Washington, DC 20001 

Tel +1 202 756 8097 Mobile +1 301 802 2583 Fax +1 202 756 8087 
Biography ! Website i vCard I E-mail i Twitter | Linkedtn 1 Blog 


• «4 + ********«***l»**«***'«********«****«***«*'**<r*****«*««*******»****************«««*****«********«********«*,t****'*** 

IRS Circular 230 Disclosure: To comply with requirements imposed by the IRS, we inform you that any 
U.S. federal tax advice contained herein (Including any attachments), unless specifically stated 
otherwise, is not intended or written to be used, and cannot be used, for the purposes of (i) avoiding 
penalties under the interna! Revenue Code or (ii) promoting, marketing or recommending to another 
party any transaction or matter herein. 


This message is a PRIVILEGED AND CONFIDENTIAL communication. This message and ali 
attachments are a private communication sent by a law firm and may be confidential or protected by 
privilege, If you are not the intended recipient, you are hereby notified that any disclosure, copying, 
distribution or use of the information contained in or attached to this message is strictly prohibited. 
Please notify the sender of the delivery error by replying to this message, and then delete it from your 
system. Thank you. 


Please visit 


for more information about our Firm. 
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July 22, 20!4 


*** CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION ^^* 


Response of Caterpillar Inc, to Inquiry Relating to Treatment aud Use of Offshore Funds 

This document sets forth Caterpillar Inc.’s {‘■'Caterpillar” or the “Company”) response to the 
Followup Supplemental Questions for the Record contained in the letter from Senator Carl Levin dated 
June 27. 20 1 4. Caterpillar requests confidential treatment of this response, as it contains Company 
confidential and proprietary infonnation, the release of which would damage Caterpillar and potentially 
assist its competitors, particularly its non-U.S. competitors such as Komatsu, Mitachi, Sany, and Volvo. 

Caterpillar’s Re.sponses to Followup Supplemental Questions for the Record from Senator Carl 
Levin 

1. During the Subcommittee’s April 1, 2014 hearing “Caterpillar’s Offshore Tax Strategy,” 
Ms. Julie Lagacy stated that at the time of the CSARL realignment “we had approximately 
500 employees in our Geneva office, but perhaps more importantly, thousands of employees 
outside the United States doing the work to help sell parts on machines.” Sen. Levin asked 
Ms. Lagaey to clarify how many employees worked for CSARL, rather than Caterpillar’s 
other subsidiaries, asking specifically “How many employees did CSARL have?” to which 
Ms. Lagacy responded “CSARL had thousands of employees. We had 500 employees at 
that time in Geneva, Switzerland.” 

On April 11, 2014, the Subcommittee sent Caterpillar questions for the record seeking 
clarification on remarks made by Ms. Lagacy. The first question asked, in part, if Ms. 
Lagacy’s statement during the hearing that “CSARL had thousands of employees” was 
accurate. 

On May 2, 2014, Caterpillar responded that thousands of employees outside the United 
States supported the “purchase, storage, movement, and sales of replacement parts” by 
CSARL. Caterpillar also stated that “these personnel were not employees of Caterpillar 
Inc., but instead were employees of CSARL, a non-U.S. subsidiary of CSARL, or a non-U.S. 
affiliate of CSARL.” Caterpillar also provided tables reflecting the legal entities that 
employed the personnel outside the United States that supported parts work. 

On May 30, 2014, the Subcommittee asked for clarification as to what Caterpillar meant by 
“non-U.S. affiliate of CSARL” and whether those entities and their employees had any legal 
relationship to CSARL. 

On June 13, 2014, Caterpillar clarified to the Subcommittee that “a ‘non-U.S. affiliate’ 
would include those non-U.S. entities owned, directly or indirectly, by Caterpillar Inc. but 
in which CSARL does not own a direct or indirect ownership interest,” 

a. Please identify how many of the “thousands of employees outside the United States 
support[ing| the “purchase, storage, movement, and sales of replacement parts” by 
CSARL were employees of CSARL. 
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In 2012. there was an estimated total of 255 employees of CSARL (as a separate legal entity) 
which directly supported the purchase, storage, movement, and sales of replacement parts (81 employees 
of CSARL predominately located in Switzerland and 174 employees assigned to the Singapore branch of 
CSARL, referred to as Caterpillar SARL - Singapore Branch). As you will see below, personnel of other 
non-U. S. entities engaged in the same activities need to be aggregated to provide a true picture of the 
economic activity related to supporting parts outside the United States for CSARL. which the Caterpillar 
witnesses accurately described at the hearing. 

b. Please identify how many of the “thousands of employees outside the United States 
supportfingl the “purchase, storage, movement, and sales of replacement parts” by 
CSARL were employees of a non-U.S. subsidiary of CSARL. Please identify each 
such non-U.S, subsidiary by name, the country where it is incorporated, the city and 
country where its principal place of business is located, the total number of its 
employees, and the total number of its employees who are engaged in supporting the 
purchase, storage, movement, and sales of replacement parts. 

Set forth below is a table reflecting the non-U.S. entities that employed the personnel outside the 
United States in 2012 that were included in a prior tabic in the December 3, 2013 letter to the 
Subcommittee. These were the thousands of employees that did work supporting parts a,s referred to by 
Ms. Lagacy. Note that the table below does not include the employees of non-U.S. entities that were 
engaged in parts pricing and distribution services in the Distribution Services Division which are reflected 
in the prior table in the December 3, 20 ! 3 letter to the Subcommittee. Because these parts pricing and 
Distribution Services Division employees supported parts for CSARL, they should be included with the 
number of employees that are reflected in the table below to get an accurate sense of the number of non- 
U.S. employees that were engaged in supporting the purchase, storage, movement, and sales of 
replacement parts. 

The non-U.S. entities that are subsidiaries of CSARL arc highlighted in yellow. CSARL and its 
Singapore branch, referred to as CSARL - Singapore Branch, are highlighted in blue. The non-U.S. 
entities that are subsidiaries of Caterpillar Overseas SARL (“COSA”), the predecessor of CSARL, not 
including CSARL, CSARL - Singapore Branch or otherwise reflected as subsidiaries of CSARL, are 
highlighted in pink. The table reflects the name of the non-U.S. subsidiary, the country where it is 
incorporated, the city and country where its principal place of business is located, the total number of its 
employees, the total number of its employees who were engaged in supporting the purchase of 
replacement parts and the total number of its employees W'ho were engaged in supporting the distribution 
of replacement parts. Note that the highlighted entities (i.e, those that were subsidiaries of COS A, the 
predecessor of CSARL) employed over 1.450 employees in 2012 that were engaged in supporting parts 
for CSARL. 
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c. Please identify how many of the “'thousands of employees outside the United States 
supportfingj the “purchase, storage, movement, and sales of replacement parts” by 
CSARL were employees of a non-U.S affiliate of CSARL, which is defined as being 
“owned, directly or indirectly, by Caterpillar Inc.” and in which “CSARL does not 
own a direct or indirect ownership interest” Please identify each such non-U.S. 
affiliate of CSARL by name, the country where it Is incorporated, the city and 
country where its principal place of business is located, the total number of its 
employees, and the total number of its employees who are engaged in supporting the 
purchase, storage, movement, and sales of replacement parts. 

Set forth above in the response to Question l.b. is a table reflecting the non-U.S. legal entities 
that employed the personnel outside the United States that were included in a prior table in the December 
3, 2013 letter to the Subcoi-nmittee. These were the thousands of employees that did work supporting 
parts as referred to by Ms. Lagacy. Note that the table above does not include the employees of non-U.S. 
entities that were engaged in parts pricing and distribution services in the Distribution Services Division 
which are reflected in the prior table in the Decembers, 2013 letter to the Subcommittee. Because these 
parts pricing and Distribution Services Division employees supported parts for CSARL, they should be 
included with the number of employees that are reflected in the table above to get an accurate sense of the 
number of non-U.S. employees that were engaged in supporting the purchase, storage, movement, and 
sales of replacement parts. 

The non-U.S. entities that are affiliates of CSARL. that are not subsidiaries of COSA. the 
predecessor of CSARL, are not highlighted. The table reflects the name of the non-U.S. affiliate, the 
country where it is incorporated, the city and country where its principal place of business is located, the 
total number of its employees, and the total number of its employees who were engaged in suppoiling the 
purchase of replacement parts and the total number of its employees who were engaged in .supporting the 
distribution of replacement parts. These personnel of non-U.S. entities that are affiliates of CSARL are 
engaged in the same activities and thus need to be aggregated with the personnel of the highlighted 
entities to provide a true picture of the economic activity related to supporting parts outside the United 
States for CSARL. 

d. Please clarify whether Ms. Lagacy's statement that “CSy\RL had thousands of 
employees” was accurate. 

The .statement in question was a broad reference to the number of employees involved in 
supporting parts for CSARL outside the United Stales. After further questioning by Chairman Levin 
about the exact number of personnel employed by CSARL as a separate legal entity. Ms. Lagacy stated to 
Chairman Levin that she did not have the e.xact number or even an approximate number of CSARL 
employees, and a.sked that she be ailovved to provide follow-up intbnnailon after the hearing. 

Consistent with that exchange, and as requested by the Subcommittee, we have provided detailed 
follow-up information to this request (in this response as well as our response dated May 2, 2014). As 
Ms. Lagacy correctly noted during the April Lsi hearing, thousands of employees outside the United 
States supported the purchase, storage, movement, and sales of replacement parts by CSARL. The.se 
were the thousands of employees who did work supporting parts as referred to by Ms. Lagacy. These 
pensonnel were not employees of Caterpillar Inc., but instead were employees of CSARL, a non-U.S. 
subsidiary of CSARL. or a non-U.S. affiliate of CSARL. 
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2 . During the Subcommittee’s April 1, 2014 hearing “Caterpillar’s Offshore Tax Strategy,” 
Mr. Robin Beran, Caterpillar Inc.’s Chief Tax Officer, stated that ail of Caterpillar’s 
offshore parts warehouses were “owned by CSARL- or one of its subsidiaries.” 

On April 1 1, 2014, the Subcommittee sent Caterpillar questions for the record seeking 
clarification on remarks made by Mr. Beran. The Subcommittee asked Caterpillar to 
identify the legal owner of each of Caterpillar’s warehouses and to identify CSARL’s legal 
relationship to that entity. 

On May 2, 2014, Caterpillar responded, in part, that 8 of Caterpillar’s 14 offshore 
warehouses, including Caterpillar’s principal offshore warehouse in Grimbergen, Belgium, 
were owned by “Caterpillar SARL affiliates.” Caterpillar noted that its warehouse in 
Moscow was owned by a third party. 

On May 30, 2014, the Subcommittee asked for clarification as to what Caterpillar meant by 
“Caterpillar SARL affiliate” and whether those entities had any legal relationship to 
CSARL. 

On June 13, 2014, Caterpillar clarified to the Subcommittee that the term “Caterpillar 
SARL affiliate” would include those non-U.S. entities owned, directly or indirectly, by 
Caterpillar Inc. but in w hich CSARL does not own a direct or indirect ownership interest. 

a. Given that 8 of Caterpillar’s offshore warehouses are owned by “Caterpillar SARL 
affiliates” in which CSARL has no direct or indirect ownership interest, and an 
additional warehouse is owned by a third party, was Mr. Beran’s statement that all 
of Caterpillar’s parts warehouses arc “owned by CSARL or one if its subsidiaries” 
accurate? 

In the hearing, immediately preceding your quote. Mr. Beran only referred to warehouses located 
in Belgium and Singapore. As previously indicated in our letter dated May 2, 2014, the Belgium 
warehouse is owned by Caterpillar Distribution Services Europe BVBA. an affiliate of CSARL and a 
wholly-owned subsidiary of COSA. the predecessor of CSARL. and the Singapore warehouse is owned 
by the Singapore branch of CSARL. Caterpillar SARL - Singapore Branch. The table provided in our 
letter dated May 2. 20 1 4 sets forth the identity of the entity that is the owner for each of the warehouses. 
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SUBCOMMITTEE MAJORITY STAFF 
MEMORANDUM TO FIFE 


DATE: August 28, 2014 

RE: Ownership of Caterpillar’s Non-U.S. Parts Warehouses 

On April 1, 2014, during the Subcommittee hearing on “Caterpillar’s Offshore Tax 
Strategy,” the Chief Tax Officer of Caterpillar Inc., Robin Beran, provided sworn testimony that 
did not correspond with information previously provided to the Subcommittee by Caterpillar 
related to the ownership of Caterpillar’s parts warehouses located outside of the United States. 
Mr. Beran’s testimony gave the impression that all of those non-U. S. parts warehouses, or at 
least the two largest warehouses in Belgium and Singapore, were owned by Caterpillar’s Swiss 
subsidiary, Caterpillar SARL (CSARL), or a subsidiary of CSARL. Information previously- 
provided to the Subcommittee by Caterpillar had indicated that all of the non-U. S. warehouses 
were owned by subsidiaries of Caterpillar Inc., the parent company in the United States, and 
none were owned CSARL or a CSARL subsidiary. After the hearing, the Subcommittee sought 
clarification of the facts. The purpose of this memorandum is to set forth the Subcommittee’s 
current understanding of the ownership of Caterpillar’s non-U. S. parts warehouses. 

Summary of Warehouse Ownership. According to all of the information provided by 
Caterpillar to the Subcommittee to date, at the time of the hearing, Caterpillar owned 14 parts 
warehouses outside of the United States, Eight of those 14 non-U. S. warehouses, including 
Caterpillar’s principal non-U. S. warehouse in Belgium, were owned by subsidiaries of 
Caterpillar Inc., the U.S. parent, with no direct or indirect ownership interest held by CSARL or 
a CSARL subsidiary. Five of Caterpillar’s non-U. S. parts warehouses, including the warehouse 
in Singapore, were owned by entities related to CSARL. One parts warehouse in Moscow was 
owned by an unrelated third party. 

Hearing Testimony 

During the Subcommittee’s April 1 , 201 4 hearing, “Caterpillar’s Offshore Tax Strategy,” 
in response to questions by the Subcommittee Chairman concerning Caterpillar’s parts 
W'arehouses, Mr. Beran provided the following testimony. 

Senator Levin . Now, what percentage of the-how many warehouses are there in 

Switzerland, Caterpillar warehouses or CSARL warehouses? Do you know? 

Mr. Beran . None, to my knowledge. 

Senator Levin . Do you know how many warehouses there are in the United States, 

Caterpillar warehouses? 

Mr. Beran . I think we discussed earlier there are around ten, but I do not know the exact 

number. 
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Senator Levin . Is it true, Mr. Beran, that Caterpillar has its largest parts warehouse and 
manages its global parts inventory in Morton, Illinois? The largest parts warehouse of 
Caterpillar in Morton, Illinois. That is my question. 

Mr. Beran . Morton has a very sizable facility. 1 think it is the largest. 

S enator Levin . Thank you. 

Mr. Beran . But we have large ones in Belgium, in Singapore, in— 

Senator Levin . None in Switzerland. 

Mr. Beran . None in Switzerland. All of them are owned by CSARL or one of its 
subsidiaries. 

Senator Levin . I understand. You say "owned"? CSARL owns those? 

Mr. Beran . Owns— 

Senator Levin . Who owns CSARL? 

Mr. Beran . CSARL owns all of the— excuse me? 

Senator Levin . Who owns CSARL? 

Mr, Beran . Ultimately it is owned by Caterpillar Inc., but every government in the world 
expects us to report by legal entity. 

Senator Levin . Right. So CSARL is owned by Caterpillar. 

Mr. Beran . That is correct. 

Senator Levin . You say CSARL owns those warehouses? 

Mr. Beran . CSARL either owns the warehouses or owns the entity that owns them. 
Senator Levin . Right, and who owns the entity that owns CSARL? 

Mr. Beran . Again, Caterpillar— ultimately Caterpillar Inc. 

In his testimony, Mr. Beran slated that “[a]ll” of the warehouses were “owmed by CSARL 
or one of its subsidiaries,” but it was unclear whether he was referring to just the warehouses in 
Belgium and Singapore, or to a larger number of the company’s non-U.S. warehouses. He also 
testified that “CSARL either owns the warehouses or owns the entity that owns them,” but it was 
again unclear to which warehouses he was referring. The Subcommittee accordingly sought to 
clarify the facts. 
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Posthcaring Information 

On April 1 1, 2014, the Subcommittee sent Caterpillar questions for the record seeking 
clarification of Mr. Beran’s testimony regarding ownership of Caterpillar’s non-U. S. 
warehouses. The Subcommittee asked Caterpillar to identify the legal owner of each of 
Caterpillar’s warehouses and CSARL’s legal relationship to each such entity. 

On May 2, 2014, Caterpillar responded, in part, that eight of Caterpillar’s 14 non-U. S. 
warehouses, including Caterpillar’s principal warehouse in Belgium, were owned by “Caterpillar 
SARL affiliates.” Caterpillar indicated that its Singapore parts warehouse was owned by the 
Singapore branch of CSARL. Caterpillar also indicated that four additional parts warehouses 
were owned by entities that were subsidiaries of CSARL, and that its parts warehouse in 
Moscow was owned by an unrelated third party. 

On May 30, 2014, the Subcommittee asked for clarification as to what Caterpillar meant 
by “Caterpillar SARL affiliates,” and whether CSARf. had any direct or indirect ownership 
interest in those entities. 

On June 13, 2014, Caterpillar wrote to the Subcommittee that the term “Caterpillar SARL 
affiliates” meant non-U, S. entities which were owned, directly or indirectly, by Caterpillar Inc,, 
the U.S. parent corporation, and in which CSARL had no direct or indirect ownership interest. 

On June 27, 2014, the Subcommittee sent Caterpillar additional questions for the record, 
which asked, in part, whether Mr. Beran’s statement that “all” of Caterpillar’s parts warehouses 
were “owned by CSARL or one if its subsidiaries” was accurate, given that eight of Caterpillar’s 
non-U. S, warehouses were owned by Caterpillar entities in which CSARL had no direct or 
indirect ownership interest, and one additional warehouse was owned by a third party. 

On July 22, 2014, Caterpillar responded that, in his testimony, Mr. Beran had been 
referring only to the warehouses located in Belgium and Singapore. Caterpillar also wrote that 
the “Belgium warehouse is owned by Caterpillar Distribution Services Europe BVBA, an 
affiliate of CSARL and a wholly-ow-ned subsidiary of Caterpillar Overseas SARL (COSA), the 
predecessor of CSARL, and the Singapore warehouse is owned by the Singapore branch of 
CSARL, Caterpillar SARL - Singapore Branch.” 

While Caterpillar characterized Caterpillar Distribution Services Europe BVBA, the 
direct owner of the Belgium warehouse, as “an affiliate of CSARL,” Caterpillar’s earlier 
responses indicated that CSARL held no direct or indirect ownership interest in that entity or in 
the Belgium warehouse. Similarly, while Caterpillar characterized COSA as “the predecessor of 
CSARL,” COSA is a separate Swiss entity which Caterpillar’s earlier responses indicated was 
not directly or indirectly owned by CSARL. CS.A,RL’s lack of any ownership interest in the two 
entities and the Belgium warehouse indicates that even if Mr. Beran had been referring in his 
testimony to only the Belgium and Singapore warehouses, he was incorrect when he said that 
“CSARL either owns the warehouses or owns tire entity that owns them.” According to the 
information provided by Caterpillar, CSARL did not hold any ow'nership interest in the Belgium 
warehouse. 
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SUBCOMMITTEE MAJORITY STAFF 
MEMORANDUM TO FILE 


DATE; August 28, 2014 

RE: Testimony Related to CSARL’s Non-U.S. Parts Employees 

On April 1, 2014, during the Subcommittee hearing on “Caterpillar’s Offshore Tax 
Strategy,” Julie Lagacy, Vice President of the Financial Services Division of Caterpillar Inc., the 
U.S. parent corporation, provided sworn testimony that did not correspond with information 
previously provided to the Subcommittee by Caterpillar related to the number of non-U. S. 
employees at its Swiss subsidiary, Caterpillar SARL (CSARL), who supported the purchase, 
storage, movement, and sales of replacement parts. Her testimony suggested that, rather than 
hundreds of employees, CSARL employed thousands of non-U.S. persons who .supported the 
company’s replacement parts business. After the hearing, the Subcommittee sought clarification 
of the facts. The purpose of this memorandum is to set forth the Subcommittee’s current 
understanding of Caterpillar’s non-U.S. employees who handle replacement parts. 

Based on all of the information provided to the Subcommittee by Caterpillar to date, it 
appears that its Swiss subsidiary, CSARL, has 255 employees who directly support the purchase, 
storage, movement, and sales of replacement parts, 81 of whom reside in Switzerland. An 
additional 265 employees at CSARL subsidiaries also perform work supporting the company’s 
replacement parts business, for a grand total of 520 CSARL and CSARL subsidiary employees. 
In addition, about 5,000 non-U.S. employees at other Caterpillar entities - entities not directly or 
indirectly owned by CSARL - perform work supporting the company’s replacement parts and 
logistics business, producing a total nearly ten times larger than the total number of parts 
employees associated with CSARL. 

Hearing Testimony 

During the April 1 hearing, Ms. Lagacy testified that, at the time of the CSARL business 
realignment in 2000, “wc had approximately 500 employees in our Geneva office, but perhaps 
more importantly, thousands of employees outside the United States doing the work to help sell 
parts on machines.” Because it was unclear whether Ms. Lagacy meant that CSARL or 
Caterpillar as a whole had thousands of non-U.S. employees working on the parts business, Sen. 
Levin asked Ms. Legacy to clarify how many parts employees worked for CSARL, rather than 
Caterpillar’s other subsidiaries, asking specifically: “How many employees did CSARL have?” 
Ms. Lagacy responded: “CSARL had thousands of employees. We had 500 employees at that 
time in Geneva, Switzerland.” According to a letter provided by Caterpillar Inc. to the 
Subcommittee dated August 30, 2013, however, in the years 2010 through 2012, CSARL had a 
total of only between 643 and 682 global employees, many of whom did work unrelated to 
supporting the replacement parts business. A larger number of parts employees worked for other 
Caterpillar entities. According to a Caterpillar letter provided to the Subcommittee on December 
3, 2013, worldwide in 2006, Caterpillar had a total of 1,848 non-U.S. employees supporting the 
“purchase, storage, movement, and sales of replacement parts;” in 2012, that total rose to 3,409 
non-U.S. employees. When Ms. Legacy stated that “CS.4RL had thousands of employees,” her 
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testimony may have left the mistaken impression that thousands, rather than hundreds, of 
CSARL employees worked on the company’s parts business. 

Posthearing Information 

On April 1 1, 2014, the Subcommittee sent Caterpillar questions for the record seeking to 
clarify Ms. Legacy’s testimony that “CSARL had thousands of employees,” and requesting the 
actual number of CSARL non-U, S. employees that supported the purchase, storage, movement, 
and sales of replacement parts. 

On May 2, 2014, Caterpillar responded that thousands of employees outside the United 
States supported the “purchase, storage, movement, and sales of replacement parts” by CSARL. 
Caterpillar also stated that “these personnel were not employees of Caterpillar Inc., but instead 
were employees of CSARL, a non-U. S. subsidiary of CSARL, or a non-U. S. affiliate ol 
CSARL.” Caterpillar also provided tables reflecting the legal entities that employed the 
personnel outside the United States that supported the company’s parts work. 

On May 30, 2014, the Subcommittee asked for clarification as to what Caterpillar meant 
by a “non-U.S. affiliate of CSARL.” and whether those entities and their employees had any 
legal relationship to CSARL. 

On June 13, 2014, Caterpillar responded; “[A] ‘non-U.S. affiliate’ would include those 
non-U.S. entities owned, directly or indirectly, by Caterpillar Inc. but in which CSARL does not 
own a direct or indirect ownership interest.” 

On June 27, 2014, the Subcommittee again sent Caterpillar questions for the record, this 
time seeking clarification on the number of employees supporting the purchase, storage, 
movement, and sales of replacement parts at CSARL, a CSARL affiliate, or a Caterpillar entity 
in which CSARL held no direct or indirect ownership interest. The Subcommittee again sought 
clarification as to whether “CSARL had thousands of employees,” rather than hundreds. 

On July 22, 2014, Caterpillar provided additional information. Caterpillar stated that in 
2012, an estimated total of 255 employees of CSARL (as a separate legal entity) directly 
supported the purchase, storage, movement, and sales of replacement parts, including 8 1 
employees of CSARL in Switzerland and 1 74 employees assigned to the Singapore branch of 
CSARL. Caterpillar also provided a chart showing an additional 265 employees of CSARL 
subsidiaries supporting the company’s replacement parts business. Next. Caterpillar identified 
nearly 3,000 additional employees supporting the parts business who were employed by entities 
in which CSARL had no direct or indirect ownership interest, including at another Swiss 
Caterpiller entity known as COSA, Finally. Caterpillar referenced an additional 2,000 non-U.S. 
employees supporting the parts business from the company’s “logistics division,” without 
identifying the precise entity or entities for which those employees worked. 

In response to the Subcommittee’s question about whether the statement that “CSARL 
had thousands of employees” was accurate. Caterpillar responded that “the statement in question 
was a broad reference to the number of employees involved in supporting parts for CSARL 
outside the United States,” 
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SUBCOMMITTEE MAJORITY STAFF 
MEMORANDUM TO FILE 

DATE: September 11 , 2014 

RE: False Testimony Related to IRS’ Position on Caterpillar’s Tax Liability 

Prior to and during the Subcommittee’s April 1, 2014 hearing on “Caterpillar’s Offshore 
Tax Strategy,” Caterpillar represented that the IRS had not objected to the offshore tax strategy 
at issue in the hearing. After the hearing, however, the Subcommittee learned that, in fact, three 
months earlier, on December 23, 2013, the Internal Revenue Service (IRS) had sent Caterpillar a 
notice strongly objecting to its offshore tax strategy, proposing a substantial tax adjustment, and 
indicating that the agency planned to impose substantial penalties on the company for using an 
“abusive corporate tax shelter.” 

On September 10, 2014, Subcommittee staff reviewed a copy of the IRS Notice of 
Proposed Adjustment (NOP A) sent to Caterpillar by the IRS three months prior to the hearing. 

In it, the IRS stated that Caterpillar had “implemented an abusive corporate tax shelter,” and 
determined that, using a tax shelter involving its Swiss subsidiary. Caterpillar SARL (CS.ARL), 
Caterpillar had understated its U.S. income by over $3 billion. In addition to unpaid taxes, the 
IRS proposed tax penalties for using the abusive tax shelter totaling at least $70 million. The IRS 
supported its position with over 70 pages of legal and factual analysis, referencing numerous 
additional exhibits and court documents. 

The existence of this NOPA is contrary to sworn testimony provided by a Caterpillar 
representative to the Subcommittee. While under oath at the Subcommittee’s hearing. 
Caterpillar’s Chief Tax Officer, Robin Beran, provided the following testimony regarding the 
IRS’ position when asked about it by the Subcommittee's Ranking Member Senator McCain: 

Senator McCain . Mr. Beran, when and how often since 1999 has the IRS audited 

Caterpillar? 

Mr. Beran . Senator, we are under continuous examination. The IRS literally sits right 

outside my office. In that time frame, we have closed 1999, 2000, 2001, 2002, 2003, 

2004, 2005, 2006— 

S enator McCain . What haven't you closed? What year? 

Mr. Beran . 2007 and later years are still under exam. 

Senator McCain . They are still under examination. So you are under constant auditing 

from the IRS? 

Mr. Beran . Yes, we are. 

Senator McCain . And they have not claimed you are in violation of IRS regulations? 


Permanent Subcommittee on Investigations 


EXHIBIT #56c 




634 


2 


Mr, Beran . Each year's return provides substantial information, including transfer pricing 
information related to our international businesses. They proposed no adjustments. 

Later, when asked by Subcommittee Member Senator Ron Johnson about whether the 
IRS had “given their blessing” to Caterpillar’s actions, Mr. Beran again concealed the IRS notice 
filed three months earlier: 

Senator Johnson . In the closed-out audits, you said they looked to transfer pricing. 1 
mean, that encompasses this entire relationship with CSARL and, again, because they 
[the IRS] have proposed no adjustments, they have basically given their blessing to what 
you have done here from the standpoint of compliance with lax law, correct? 

Mr. Beran . That is the way 1 have taken it. There is extensive documentation that is 
provided every year, and we know they ask questions about it. 

The statement that the IRS “proposed no adjustments” as well as the assertion that the 
IRS had “given their blessing” to the offshore tax strategy examined at the hearing are contrary 
to the facts. At the time of the hearing, the IRS was, in fact, seeking additional taxes and 
penalties from the company related to its offshore tax strategy for the years 2005, 2007, 2008, 
and 2009. As the company’s Chief Tax Officer, Mr, Beran knew or should have known about 
the IRS notice, the agency’s objection to the company’s offshore tax strategy, and the proposed 
multi-billion-dollar tax adjustment and penalties. 

Caterpillar continued to conceal the IRS’ opposition to the company’s offshore tax 
strategy from the Subcommittee until a month after the April 1 hearing. On May 2, 2014, in a 
written response to Subcommittee questions for the record. Caterpillar disclosed the following: 

“As Mr, Beran noted during the hearing, in the closed audit cycles, the IRS proposed no 
adjustments relating to CSARL transfer pricing issues or any other CSARL-related 
matters of the kind discussed in the hearing. As Mr. Beran also noted, the years 2007 
forward are still open and remain subject to examination by the IRS. The IRS 
examination team is currently working on an audit cycle consisting of the years 2007 
through 2009, including 2005 to the extent of the net operating carry back. 

While the IRS examination team has not yet completed its examination for the 2007 - 
2009 cycle, including 2005 to the extent of the net operating loss carryback, the team has 
provided Caterpillar with [NOP As] for these years in two areas. ... 

In the first area, the IRS examination team has proposed to tax on a current basis profits 
related to CSARL purchased finished replacement parts transactions, based on 
“substance-over-form” and/or “economic substance” theories similar to those discussed 
in the April 1, 2014 hearing.” 

In addition, on April 15, 2014, the U.S. Securities and Exchange Commission (SEC) sent 
a letter to Caterpillar inquiring about a reference in its Form 10-K for the fiscal year ended 
December 31, 2013 regarding “Notices of Proposed Adjustment from the IRS relating to the 
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taxation of certain non-U. S. operations.”' In a letter responding to the SEC on May 30, 2014, 
Caterpillar wrote the following: 

“Caterpillar is currently under audit in the United States for the years 2007 to 2009, 
including the impact of a net operating loss carryback to 2005. We disagree with Notices 
of Proposed Adjustment (“NOP As”) that we received in December 2013 as disclosed in 
our 10-K for the year ended December 31, 2013 and our Form 10-Q for the quarter ended 
March 31, 2014. 

. . . [Tjhe IRS has raised a substance-over-form argument and proposed to currently tax in 
the United States profits related to certain parts transactions involving our non-U. S. 
subsidiary, CSARL, Similar questions related to CSARL’s operations were discussed in 
a hearing held by the U.S. Senate's Permanent Subcommittee on Investigations on April 
1,2014.”^ 

Caterpillar’s May 2014 letters to the Subcommittee and to the SEC disclose that, in 
December 2013, the company received a “notice of proposed adjustment” from the IRS related 
to profits from certain “parts transactions” involving CSARL, and that the tax issues were 
“similar” to those discussed during the Subcommittee hearing. Those statements directly 
contradict the April 2014 testimony of Caterpillar’s Chief Tax Officer that the IRS had proposed 
“no adjustments” to the company’s tax liability and “given their blessing” to the company’s 
offshore tax strategy. 


' 4/15/2014 letter from SEC to Caterpillar Inc., (Attached), 

http;//www,sec.gov/Archives/edgar/data/l 8230/0000000000140 19060/filenai7ie! ,pdf. 

^ 5/30/2014 letter from Caterpillar Inc. to SEC, (Attached), 

https://www.sec.gOv/Archivcs/edgar/data/18230/0000000000M019060/fHenamei .pdf. 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D.C. 20549 


April 15,2014 


Via E-mail 
Jananne A. Copeland 
Chief Accounting Officer 
Caterpillar Inc. 

1 00 NE Adams Street 
Peoria, IL 61629 

Re: Caterpillar, Inc. 

Form 10-K for the fiscal year ended December 31, 2013 
Filed February 18, 2014 
File No. 001-00768 

Dear Ms. Copeland: 

We have reviewed your filing and have the following comments. We have limited 
our review of your filing to those issues we have addressed in our comments. In our 
comments, we may ask you to provide us with information so we may better understand 
your disclosure. 

Please respond to this letter within ten business days by providing the requested 
information, or by advising us when you will provide the requested response. If you do 
not believe our comments apply to your facts and circumstances, please tell us why in 
your response. 

After reviewing the information you provide in response to these comments, we 
may have additional comments. 

Form 1 Q-K for the fiscal year ended December 3 1 , 20 1 3 
Risk Factors, page 9 

Our global operations are subject to extensive trade and anti-corruption laws and 
regulations, page 16 

1. In your letter to us dated May 10, 201 1, you discussed contacts with Syria and 
Sudan. We note that your 2013 Annual Meeting Proxy Statement included 
shareholder proposals that stated that you do business in Syria and Sudan, and 
third-party distributors in Syria and Sudan state that they sell your products on 
their websites. Your Form 10-K does not include disclosure about contacts with 
Syria or Sudan. As you are aware, Syria and Sudan are designated by the State 
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Jananne A. Copeland 
Caterpillar Inc. 

April 15,2014 
Page 2 


Department as state sponsors of terrorism, and are subject to U.S. economic 
sanctions and export controls. Please describe to us the nature and extent of any 
past, current, and anticipated contacts with Syria and Sudan since your 20 1 1 
letter, whether through subsidiaries, affiliates, distributors, resellers or other direct 
or indirect arrangements. 

We also are aware of a 2012 news article reporting that a Ukrainian tractor plant 
had launched delivery of products to Cuba under an agreement for production of 
Caterpillar tractors. Cuba is designated by the State Department as a state sponsor 
of terrorism, and is subject to U.S. asset and export controls. Please provide the 
same types of information requested above for any contacts with Cuba. Your 
response should describe any products, equipment, components, technology or 
services you have provided to Syria, Sudan or Cuba, directly or indirectly, and 
any agreements, commercial arrangements, or other contacts with the 
governments of those countries or entities controlled hy those governments, 

2, Please discuss the materiality of any contacts with Syria, Sudan and Cuba 
described in response to the foregoing comment, and whether those contacts 
constitute a material investment risk for your security holders. You should 
address materiality in quantitative terms, including the approximate dollar 
amounts of any associated revenues, assets, and liabilities for the last three fiscal 
years and the subsequent interim period. Also, address materiality in terms of 
qualitative factors that a reasonable investor would deem important in making an 
investment decision, including the potential impact of corporate activities upon a 
company’s reputation and share value. As you know, various state and municipal 
governments, universities, and other investors have proposed or adopted 
divestment or similar initiatives regarding investment in companies that do 
business with U.S.-designated state sponsors of terrorism. Your materiality 
analysis should address the potential impact of the investor sentiment evidenced 
by such actions directed toward companies that have operations associated with 
Syria, Sudan and Cuba. In this regard, we refer you again to the shareholder 
proposals described in the foregoing comment. 

Consolidated Financial Statements 


Note 5. Income Taxes, page A-28 

3. We reference the disclosures on page A-31 related to unrecognized tax benefits 

and the Notices of Proposed Adjustment from the IRS relating to U.S. taxation of 
certain non-U. S operations and foreign tax credits. Please tell us the nature and 
amount of the proposed IRS adjustments. Please also clarify for us your basis for 
contesting the adjustments in appeals and tell us how these adjustments were 
considered in the presentation of unrecognized tax benefits in the table on 
page A-3 1 . 
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Jananne A. Copeland 
Caterpillar Inc. 

April 15,2014 
Page 3 


We urge all persons who are responsible for the accuracy and adequacy of the 
disclosure in the filing to be certain that the filing includes the information the Securities 
Exchange Act of 1934 and all applicable Exchange Act rules require. Since the company 
and its management are in possession of all facts relating to a company’s disclosure, they 
are responsible for the accuracy and adequacy of the disclosures they have made. 

In responding to our comments, please provide a written statement from the 
company acknowledging that: 

the company is responsible for the adequacy and accuracy of the 
disclosure in the filing; 

staff comments or changes to disclosure in response to staff comments do 
not foreclose the Commission from taking any action with respect to the 
filing; and 

the company may not assert staff comments as a defense in any 
proceeding initiated by the Commission or any person under the federal 
securities laws of the United States. 

You may contact Kristin Lochhead, Staff Accountant, at (202) 551-3664 or me at 
(202) 551-3676 if you have questions regarding comments on the financial statements 
and related matters. Please contact Martin James, Senior Assistant Chief Accountant, at 
(202) 551-3671 with any other questions. 


Sincerely, 

/s/ Brian Cascio 
Brian Cascio 

Accounting Branch Chief 
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CATERPlUAr 


Caterpillar Inc. 

1 00 NE Adams Street 
Peoria, IL 61629-6490 

May 30, 2014 

VIA EDGAR SUBMISSION 

U.S. Securities and Exchange Commission 
100 F Street, N.E. 

Washington, D.C. 20549 

Attention: Brian Cascio, Accounting Branch Chief 

Re: Caterpillar Inc. 

Form lO-K for the Fiscal Year Ended December 31, 2013 
Filed February 18, 2014 
File No. 001-768 

Ladies and Gentlemen; 

Caterpillar Inc. (“Caterpillar”) hereby responds to the comments of the staff of the U.S. 
Securities and Exchange Commission (the “Staff’) contained in your letter dated April 15, 2014 (the 
“Comment Letter”) regarding Caterpillar’s Annual Report on Form 10-K for the fiscal year ended 
December 31, 2013 (the “2013 Form 10-K”), For the convenience of the Staff, we have set forth 
below the comments contained in the Comment Letter followed by Caterpillar’s response to each 
comment. 

Form 10-K for the Fiscal year ended December 3 1 . 20 1 3 


Risk Factors, page 9 

Our global operations are subject to extensive trade and anti-corruption laws and regulations, page 16 
COMMENT: 

1. In your letter to us dated May 10, 2011, you discussed contacts with Syria and Sudan. We 
note that your 2013 Annua! Meeting Proxy Statement included shareholder proposals that 
stated that you do business in Syria and Sudan, and third-party distributors in Syria 


http://www.sec.gOv/Archives/edgar/data/l 8230/000001823014000 1 93/filename 1 .htm 
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and Sudan state that they sell your products on their websites. Your Form 10-K does not 
include disclosure about contacts with Syria or Sudan. As you are aware, Syria and Sudan 
are designated by the State Department as state sponsors of terrorism, and are subject to 
U.S. economic sanctions and export controls. Please describe to us the nature and extent 
of any past, current, and anticipated contacts with Syria and Sudan since your 2011 letter, 
whether through subsidiaries, affiliates, distributors, resellers or other direct or indirect 
arrangements. 

We also are aware of a 2012 news article reporting that a Ukrainian tractor plant had 
launched delivery of products to Cuba under an agreement for production of Caterpillar 
tractors. Cuba is designated by the State Department as a state sponsor of terrorism, and 
is subject to U.S. asset and export controls. Please provide the same types of information 
requested above for any contacts with Cuba. Your response should describe any products, 
equipment, components, technology or services you have provided to Syria. Sudan or 
Cuba, directly or indirectly, and any agreements, commercial arrangements, or other 
contacts with the governments of those countries or entities controlled by those 
governments. 

CATERPILLAR RESPONSE; 

As described in our May 10, 2011 letter (the “2011 Letter’'), Caterpillar and its subsidiaries do not 
have any offices, assets, employees or operations in the Syrian Arab Republic (“Syria”) or the 
Republic of the Sudan (“Sudan”). Caterpillar and its U.S. subsidiaries do not sell products or services 
to Syria or Sudan. In addition, Caterpillar has no knowledge of sales by its non-U.S. subsidiaries 
directly to the governments of Syria or Sudan or entities controlled by those governments. 

As outlined in the 2011 Letter, several of Caterpillar's non-U.S. subsidiaries historically have sold 
products to Syria and Sudan as permitted under U.S. economic sanctions and export controls. Sales 
made by these non-U.S. subsidiaries — Perkins Engines Co. Ltd. (“Perkins”), Caterpillar (NI) 
Limited, formerly F.G. Wilson Engineering Ltd. (“Caterpillar NI”) and Caterpillar SARL (“CSARL”) 
— were made principally to independently-owned and -operated dealers or distributors, who in turn 
sold or leased products to their own customers. 


Beginning on April 13, 2012, Perkins stopped accepting orders from its Syrian distributor, although 
its distributor agreement has not been terminated. Beginning on May 21, 2012, Caterpillar NI stopped 
accepting orders from its Syrian distributor, and does not have an agreement with this distributor. 
CSARL has not made any sales to its dealer for Syria since the 201 1 Letter, although the dealership 
agreement for Syria remains in place. 


http://www.sec.gOv/Archives/edgar/data/18230/0000018230I4000I93/fiIenamel.htm 
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Sudan 


On November 7, 2013, Perkins issued a letter of termination to its Sudanese distributor that was 
effective as of May 6, 2014, On October 23, 2013, Caterpillar N1 issued a letter of termination to its 
Sudanese distributor as amended on December 18, 2013 (together, the “Caterpillar N1 Letter of 
Termination”). Pursuant to the Caterpillar N1 Letter of Termination, the last shipment date for 
generator sets is May 31, 2014; the last shipment date for service parts is June 23, 2014; and the 
distribution agreement will terminate as of June 23, 2014. Caterpillar NTs termination of its Sudanese 
distributor permits valid warranty support until April 23, 2016 (provided such warranty support 
complies with applicable economic sanctions and export controls), after which time Caterpillar NI 
will no longer provide warranty support for products in Sudan. Although its dealership agreement for 
Sudan remains in place, CSARL stopped accepting orders from its dealer for Sudan for Caterpillar 
machines, engines and generator sets as of July 1, 2010 and for service parts as of September 30, 
20 1 3 . As you know, the Republic of South Sudan became an independent nation on July 9, 20 1 1 , and 
prior to this time in 2011, CSARL sold approximately S25,4 million of Caterpillar products and 
service parts to its dealer for the specified areas of Sudan that were exempt from U.S. economic 
sanctions (“exempt areas”). 

In the future. Caterpillar or its non-U.S. subsidiaries may accept orders from time to time for products 
destined for Syria or Sudan consistent with applicable economic sanctions and export controls, 
primarily for humanitarian purposes and for warranty support as described previously. 

In our discussions with the Staff, you stated that the following third-party websites referenced 
Caterpillar products: “Jalladgroup.com” and “PalestinianTractor.com.” M. Ezzat Jallad & Fils S.A. 
(“Jallad”) is CSARL’s dealer for Syria, Lebanon, Jordan and the Palestinian Territories. Although 
Jallad’s dealership agreement for Syria remains in place, CSARL has not made sales to Jallad for its 
Syrian business as stated above. We note that Jallad’s website references its historical business in 
Syria, but we did not locate any information indicating that it has any current or on-going sales. 
Moreover, the website did not mention Sudan. (See http:/Avww.jalladgroup.com/en/aboutus/sy.php) 
Palestinian Tractor and Equipment Co. Ltd. (“Palestinian Tractor”) is an authorized dealer 
representative for Jallad, and its website references Jallad as Caterpillar’s dealer for Syria. (See 
http://www.palestinian-tractor.ps/ptec/about_comm.asp) However, we did not locate any information 
on the website relating to sales to Syria or any references to Sudan. In either case, we are not aware of 
any sales of Caterpillar products to Jallad or Palestinian Tractor for Syria or Sudan that would violate 
applicable economic sanctions or export controls. 

Cuba 

With respect to Cuba, Caterpillar and its subsidiaries do not have any offices, assets, employees, 
operations, dealers or distributors in Cuba. Caterpillar and its subsidiaries do not sell products or 
services to Cuba. Based on discussions with the Staff, we understand that the referenced news article 
was from 2013 and related to the Kharkov Tractor Plant. Neither Caterpillar nor its subsidiaries have 


http://www.sec.gOv/Archives/edgar/data/18230/000001823014000193/filenamel.htm 
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any agreements with this facility. Moreover, we do not engage in any direct or indirect tractor 
manufacturing operations in Ukraine. Based on our review of the article from the 
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original internet site as well as a similar article in Russian, it is our understanding that the term 
“caterpillar” was not a reference to our company, but rather was intended to differentiate “tracked” or 
“crawler” style tractors from “wheeled” machines, which were also mentioned in the article. 

COMMENT: 

2. Please discuss the materiality of any contacts with Syria, Sudan and Cuba described in 
response to the foregoing comment, and whether those contacts constitute a material 
investment risk for your security holders. You should address materiality in quantitative 
terms, including the approximate dollar amounts of any associated revenues, assets, and 
liabilities for the last three fiscal years and the subsequent interim period. Also, address 
materiality in terms of qualitative factors that a reasonable investor would deem important 
in making an investment decision, including the potential impact of corporate activities 
upon a company's reputation and share value. As you know, various state and municipal 
governments, universities, and other investors have proposed or adopted divestment or 
similar initiatives regarding investment in companies that do business with 
U.S.-designated state sponsors of terrorism. Your materiality analysis should address the 
potential impact of the investor .sentiment evidenced by such actions directed toward 
companies that have operations associated with Syria, Sudan and Cuba. In this regard, we 
refer you again to the shareholder proposals described in the foregoing comment. 

CATERPILLAR RESPONSE: 

The activities of Caterpillar's non-U. S. subsidiaries with respect to Sudan, Syria and Cuba are not 
material and do not constitute a material investment risk for Caterpillar security holders. 

In quantitative terms, sales to these countries were and are not material to Caterpillar’s operations or 
results. In 2011, 2012, 2013 and 2014 Ql, Caterpillar had total net sales and revenues of $60.1 billion, 
$65.9 billion, $55.7 billion and $13.2 billion, respectively. Sales to Sudan (excluding CSARL sales in 
2011 to the exempt areas as described above), Syria and Cuba by Caterpillar’s non-U. S. subsidiaries 
during these same periods, and as a percent of Caterpillar’s total net sales and revenues, were 
estimated to be approximately as follows: 


http://www.sec.gOv/Archives/edgar/data/18230/00000l823014000193/filenamel.htm 
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Net Sales to Sudan. Syria and Cuba 
(USD millions) 



2011 

2012 

2013 

2014 Q1 

Sudan 

$25,0 

$16.8 

$12.2 

$1.7 

Syria 

2.1 

0.4 

0.3 

0.0 

Cuba 

0.0 

0.0 

0.0 

0.0 


Percent of Total Net Sales and Revenues 



2011 

2012 

2013 

2014 Q1 

Sudan 

0.04% 

0.03% 

0.02% 

0.01% 

Syria 

0.00% 

0.00% 

0.00% 

0.00% 

Cuba 

0.00% 

0.00% 

0,00% 

0.00% 


From a qualitative perspective, several of Caterpillar's non-U.S. subsidiaries historically have sold 
products to Syria and Sudan as permitted under U.S. economic sanctions and export controls. 
However, given the insignificant amounts of products sold, we do not believe a reasonable investor 
would deem such sales into Sudan or Syria to be qualitatively important in making an investment 
decision or perceive any reasonable risk to our reputation or share value. To our knowledge, these 
sales were not made to the governments of Sudan or Syria, and neither Caterpillar nor its subsidiaries 
have any commercial arrangements with the governments of those countries. Furthermore, based on 
the types of products which were generally sold by our non-U. S. subsidiaries into Syria or Sudan, the 
typical applications for those products would be in light industry, agriculture, telecommunications, 
back-up power or replacement parts rather than the activities addressed by many divestment statutes. 
As described previously, these non-U.S. subsidiaries have stopped accepting, or in the near future will 
stop accepting, new orders from their distributors and dealers in Syria and Sudan, and in several cases 
have terminated, or are in the process of terminating, agreements with their distributors. There were 
no orders from, or sales to, Cuba. 

Caterpillar has considered the various divestment initiatives regarding companies that do business in 
countries designated as state-sponsors of terrorism. In light of the foregoing, we do not believe that 
divestment from state governments, universities or other investors is appropriate, or that divestment 
initiatives would have a material negative impact on investor sentiment. 
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Consolidated Financial Statements 


Note 5. Income Taxes, page A-28 
COMMENT: 

3. We reference the disclosures on page A-31 related to unrecognized tax benefits and the 
Notices of Proposed Adjustment from the IRS relating to U.S. taxation of certain non-US. 
operations and foreign tax credits. Please tell us the nature and amount of the proposed 
IRS adjustments. Please also clarify for us your basis for contesting the adjustments in 
appeals and tell us how these adjustments were considered in the presentation of 
unrecognized tax benefits in the table on page A-31. 

CATERPILLAR RESPONSE; 

Catcipillar is currently under audit in the United States for the years 2007 to 2009, including the 
impact of a net operating loss carryback to 2005. We disagree with Notices of Proposed Adjustment 
(“NOPAs”) that we received in December 20 1 3 as disclosed in our 1 0-K for the year ended December 
3 1, 20 1 3 and our Form 1 0-Q for the quarter ended March 3 1 , 20 1 4. 

First, the IRS has raised a substance-over-form argument and proposed to currently tax in the United 
States profits related to certain parts transactions involving our non-U. S. subsidiary, CSARL. Similar 
questions related to CSARL’s operations were discussed in a hearing held by the U.S, Senate’s 
Permanent Subcommittee on Investigations on April I, 2014. Our basis for contesting these 
adjustments is that we believe that the relevant transactions complied with all applicable provisions of 
the U.S. Internal Revenue Code and regulations and did not violate any applicable judicial doctrines, 
Including the substance-over-form and economic substance doctrines as they have been developed 
under the relevant case law. We strongly believe that CSARL’s profits on purchases from, and sales 
to, unrelated parties are not subject to current U.S. tax. The purchase of parts by CSARL from 
unrelated parties and the subsequent sale of those parts to unrelated dealers outside the United States 
have substantial legal, commercial and economic consequences for the parties involved. CSARI-. 
(including its predecessor entity) has built, grown and maintained marketing and sales relationships 
with dealers and customers in foreign markets since the 1960s. 

During the taxable years at issue, CSARL contracted with the unrelated suppliers and unrelated 
dealers. CSARL obtained title to the parts and assumed the typical range of inventory risks assumed 
by purchasers in commercial transactions. Related parties provided logistical and other services to 
CSARL in connection with the purchase, warehousing and distribution of the parts in return for a 
service fee. CSARL also licensed relevant intangible property relating to these products in return for a 
sales-based royalty. CSARL employees directly interacted with non-U.S. dealers and had primary 
responsibility for maintaining and growing the dealer network outside the United States. Under these 
circumstances, we believe the tax law respects CSARL as buying from, and selling to, unrelated 
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parties, transactions that are not subject to current U.S. tax. Our position was confirmed in writing by 
our external tax advisors. 
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Additionally, the IRS issued an incomplete, unsigned NOPA proposing to disallow foreign tax credits 
that arose as a result of certain financings unrelated to CSARL. With that NOPA, the IRS did not 
provide a technical explanation of their legal rationale for disallowing the foreign tax credits. 
Although at the time we received this NOPA there was no legal rationale provided, we determined 
that we would contest this proposed adjustment based on our view that Caterpillar has fully complied 
with all applicable tax law requirements during the years in which the transactions generating the 
foreign tax credits at issue occurred. 

We note that the IRS did not propose adjustments in these two areas in its previous audits of our U.S. 
tax returns in which the same tax positions were taken, even after extensive information related to 
these positions was provided to the IRS, We continue to believe that it is at least more likely than not 
that both these positions can be sustained based on the technical merits. As of December 31, 2013, our 
analysis of the largest amount of tax benefit that was more likely than not to be sustained was 
consistent with our evaluation in prior years. Therefore, the receipt of the NOP As in December 2013 
did not result in a change in our unrecognized tax benefits or the presentation on page A-3I of our 
2013 Form 10-K. 

In general, a NOPA is used by the IRS to communicate a potential adjustment, but it is not a final tax 
assessment. Legal theories and calculations provided by the IRS in support of a NOPA are not always 
fully developed and do not necessarily reflect final conclusions on the part of the IRS examination 
team. Historically, the IRS and Caterpillar have spent several months agreeing on the inputs and 
gathering the data for calculations necessary to support the total cash tax impact included in the 
Revenue Agent’s Report (“RAR”) issued at the end of the field examination. We expect these 
calculations will be complete and to receive an RAR in the next twelve months. To the extent that 
adjustments are assessed upon completion of the field examination relating to these matters, we would 
vigorously contest the adjustments in appeals. The appeals process can take years to reach resolution 
and, depending on the outcome, may be followed by a lengthy litigation process. 

Please note that we updated the tax disclosure in our Form 10-Q for the quarter ended .March 31, 2014 
to clarify that the NOPAs related to profits earned by CSARL from certain parts transactions and to 
the disallowance of foreign tax credits incurred in connection with unrelated financings. In addition, 
on May 13, 2014, we received a signed NOPA with technical explanation related to the IRS’s position 
on the financing transactions that were subject to the prior unsigned, incomplete NOPA received 
without a technical explanation in December 2013. We are currently evaluating this NOPA. 

♦ + * * ♦ 


Caterpillar hereby acknowledges that: 

• Caterpillar is responsible for the adequacy and accuracy of the disclosures it has made in its 
filings, including the 2013 Form 10-K; 

Staff comments or changes to disclosure in response to Staff comments do not foreclose the 
Commission from taking any action with respect to Caterpillar’s filings; and 
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• Caterpillar may not assert Staff comments as a defense in any proceeding initiated by the 
Commission or any person under the federal securities laws of the United States, 

If you need any further information, please contact Jananne A. Copeland, Chief Accounting 
Officer by phone at (309) 675-4437 or by email at Copeland_Janie_A@Cat.com or Nick G. 
Holcombe, Senior Corporate Securities Counsel and Assistant Corporate Secretary by phone at (309) 
675-1898 or by email at Holcombe_Nick_G@Cat.com. 


Sincerely, 

CATERPILLAR INC, 


By: /$/ Jananne A. Copeland 
Jananne A. Copeland 
Chief Accounting Officer 
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Hearing On 

Caterpillar’s Offshore Tax Strategy 
April 1, 2014 


EXHIBIT #f>7 : 

Document Locator List and documents cited in footnotes to Caterpillar's 
Offshore Tax Strategy, the Report released in conjunction with the 
Subcommittee hearing on April 1, 2014. 'I’hc Document Locator List 
provides the bates numbers of the documents cited in the Report and the 
hearing record page number where the document can be located. Not 
included are documents related to Subcommittee interviews, which are 
not available to the public, and widely available public documents. 


Permanent Subcommittee on Investigations 
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August 14, 2013 


CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION *** 

Response of Caterpillar Inc, to Inquir>’ Rciating to Treatment and Use of Offshore Fuuds 

This document sets forth Caterpillar Inc.’s (“Caterpillar” or the “Company”) responses to 
Questions 1-5, 7-8, 9a, 9b, 9c and 9e contained in the letter to Caterpillar Inc. dated July 12, 2013. 

Caterpillar requests confidential treatment of this response, as it contains Company confidential 
and proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

Company Overview and Background 

For more than 85 years. Caterpillar has been making sustainable progress possible by driving 
positive change on every continent in the world. With 2012 sales and revenues of approximately $65.9 
billion, Caterpillar is the world’s leading manufacturer of construction and mining equipment, diesel and 
natural gas engines, industrial gas turbines, and diesel-electric locomotives. The Company also is a 
leading sersdces provider through Caterpillar Financial Services, Caterpillar fiemanufacturing Services, 
and Progress Rail Seivices. 

The Company provides more than 300 products available to customers in approximately 1 80 
countries around the world. As a result. Caterpillar is a leading exporter from the United States, with 
$22,8 billion of export sales in 2012, In support of the provision of products to global cu-stomers, 
Caterpillar has facilities on six continents around the w'orld. 

To understand Caterpillar, it is important to know the background of its international expansion 
and operations. Caterpillar has exported products since the 1920s. This early international focus helped 
Caterpillar supply products to meet worldwide demand for construction, earthmoving, mining, and 
agricultural equipment. 

After World War 11, there was a worldwide need for construction and road building equipment 
due to massive rebuilding campaigns in Europe and Japan, as well as pent up U.S. demand for peacetime 
needs. The post-wai' demand for new housing, highw-ays, dams, pipelines and other construction required 
an unprecedented scale of mechanized construction, which supported Caterpillar’s expansion around the 
globe. By the late 1 940s, exports averaged about 20 percent of Caterpillar’s sales. 

In the post-war period. Caterpillar began establishing numerous independent dealerships to sell 
and service its products overseas. Caterpillar’s strong ^obal distribution system and dealer network was 
one of its major competitive advantages in the second half of the twentieth century. By the early 1 950s, 
there were almost 800 Caterpillar dealer outlets around the world. 

Since at least 1 960, Caterpillar’s primary non-U.S, marketing center has been located in 
Switzerland, effectively becoming one of Caterpillar’s largest non-U.S. headquarters. Caterpillar has long 
maintained a significant footprint in Switzerland (currently having over 400 Swiss-based personnel), and 
Caterpillar’s Swiss-based managers have played a leading role in Caterpillar’s international expansion 
over a period spanning several decades. 
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As the Asia Pacific market developed, shortly after establishing its Swiss headquarters operations, 
Caterpillar developed a similar regional center in Hong Kong. The Hong Kong headquarters was later 
relocated to Singapore and currently is the site of Caterpillar’s Asia-Pacific aftermarket distribution center 
and remanufacturing facility. Singapore is currently home to approximately 400 employees, including a 
Caterpillar executive office member. 

In 20 1 2, the Company spent S2.5 billion on R&D, with the concentration of that expenditure in 
the U.S. Further, in 2012, the Company invested approximately $3.4 billion in property, plant, and 
equipment around the globe. 

In 2012, Caterpillar employed more than 125,000 people around the world, and nearly 55,000 of 
these employees lived and worked in the United States. For the years ending 20 i 0, 20 1 1 , and 20 1 2, 
Caterpillar w’ages accounted for approximately $1.4 billion, $1.7 billion, and $1 .9 billion, respectively, in 
U.S. Federal, state, and local employment taxes, 

Caterpillar has substantial domestic operations resulting in significant and growing amounts it 
pays in U.S. Federal, state, and local income taxes, as well as, property, sales, and use taxes. For the 
years 2010, 201 1, and 2012, Caterpillar paid approximately $27 million, $500 million, and $1.2 billion 
(estimated), respectively, in U.S. Federal income taxes, and approximately $188 million, $208 million, 
and $220 million (estimated), respectively, in combined state and local income taxes, property taxes, and 
sales and use taxes. 

The effective tax rates (excluding discrete items) for the fiscal years ending 2010, 2011, and 
2012, included in the consolidated financial statements of Caterpillar, were 25 percent, 26.5 percent, and 
30.5 percent, respectively. 

Caternillar’s Responses to Questions 1-5, 7-8. 9a. 9c, and 9e 

1. Please provide your corporate legal name and address and the name, address, telephone 
number and e-mail address of the individual who will serve as our primary contact and who can 
answer questions about your questionnaire responses. 

Caterpillar Inc. 

1 00 N.E. Adams Street 

Peoria, IL 61629 

Stephen M, Ryan 

McDermott Will & Emery LLP 

500 North Capitol Street, N.W. 

Washington, DC 2000! 

tel: +1 202 756 8333 

email: sr>^an@mvve.com 
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2. Please provide an organizational chart depicting your company’s worldwide legal and 
operational structure, including related offshore entities. In addition, please identify ail of your 
company’s offshore headquarters and please indicate the owners and approximate ow'nership 
interest of each entity. 

The worldwide legal organization charts are included in the enclosed document titled “Caterpillar 
Inc., its Subsidiaries and Affiliates Corporate Ownership Structure” (“Organization Chart”). 

There are several locations outside the United States where headquarters are maintained that 
perform significant strategic management, marketing, adminisfrative and /or operating functions. These 
headquarters are maintained in Geneva, Switzerland; Singapore, Republic of Singapore; Beijing, China; 
Peterborough, United Kingdom; Kiel, Gennany; and Mannheim, Germany. These functions are carried 
out through the following entities; 


Entity Maintaining Offshore 
Headquarters 

Location of Offshore 

Headquarters 

Caterpillar S.A.R.L. 

Geneva, Switzerland 

Caterpillar S.A.R.L., Singapore Branch 

Singapore, Republic of Singapore 

Caterpillar (China) Investment Co. Ltd. 

Beijing, China 

Perkins Engines Company Limited 

Peterborough, United Kingdom 

Caterpillar Motoren GmbH & Co. KG 

Kiel, Germany 

MWM GmbH 

Mannheim, Germany 


Note that we have included locations that host strategic management or have large dealer 
networks separate from the historic Caterpillar dealer networks, including in Peterborough, United 
Kingdom, Kiel, Germany, and Mannheim, Germany. There may be smaller operational locations that 
might be considered to be headquarters for certain products or lines of business, but the Company does 
not consider those locations as headquarters as they are not significant to Caterpillar’s operations overall. 
We also have large operations in Piracicaba, Brazil and Tokyo, Japan, which were not included as they 
are primarily engaged in performing contract manufacturing for headquarter locations. 

The owners and approximate ownership interests of each of these entities are reflected on the 
Organization Chari. These entities are highlighted on the Organization Chart, with the exception of 
Caterpillar S.A.R.L., Singapore Branch, which is a branch of Caterpillar S.A.R.L. and not a separate legal 
entity reflected on the Organization Chart. 
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3. Please provide the following information: 

a. "Total Income" and "Taxable Income" reported on your company’s U.S. tax 
returns filed in 2010, 2011, and 2012; 

b. "Total Income" and "Provision for Income Taxes" provided on your financial 
statements for the period described above; 

c. If there is a difference for this requested information on your federal tax return and 
on your financial statements, please describe the reason for such differences; and 

d. The amount of U.S. tax paid, taking into account, as nccessar>% any net operating 
losses or carry backs (line 31 of Form 1120). 

For 2010 and 2011, the ‘hotal income” and “taxable income” reflected on the U.S. Federal income 
tax return and amount of U.S. tax paid are set forth in the schedule below. For 2012, these amounts will 
be provided in the third set of responses on September 30, 2013. 



1 2010 

1 2011 1 

3a - Total Income 

14,726,214,228 

18,800.139,858 

3a - Taxable Income 

1,193,370,557 

4,096,976,386 

3d -US Tax Paid 

27,065,173 

499,549,377 

* Line 30 of Form 1 1 20 (After NOL and Special Deductions) - See Below for Detail 

Line 31 of Form i 120 

3a - Taxable Income Detail 




1 2010 

1 2011 1 

Line 28 Before NOL / Special Deductions 

3,244.132,193 

4.965,134,207 

Line 29a NOL Deduction 

(49,609,547) 

(102,228,073) 

Line 29b Special Deductions 

(2,001,152,089) 

(765,929,748) 

Line 30 Taxable. Income 

1,193,370,557 

4,096,976,386 


The "Total Income” and “Provision for Income Taxes” as shown on the Caterpillar Inc. 
consolidated financial statements are as follows (in millions): 



2012 

2011 

2010 

Provision (benefit) for income taxes 

2,528 

1,720 

968 

Profit 

5,68! 

4,928 

2,700 
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4. What percentage of your company's world-wide payroll expenses and what percentage of 
headcount were attributed to employees and independent contractors in the U.S.? 


The percentage of payroll expenses and headcount attributed to employees in the U.S. is as 

follows: 



2012 

2011 

2010 

Percentage of payroll expenses 

56% 

57% 

59% 

Percentage of headcount 

44% 

43% 

45% 


Caterpillar utilizes agencies to provide a flexible workforce but does not typically use 
independent contractors as a general business practice. 


5. What percentage of your company's world-wide payroll expenses and percentage of 
head count were attributed to employees and independent contractors outside of the U.S.? 


The percentage of payroll expenses and headcount attributed to employees outside of the U.S. is 
as follows: 



2012 

2011 

2010 

Percentage of payroll expenses 

44% 

43% 

41% 

Percentage ofheadeount 

56% 

57% 

55% 


Caterpillar utilizes agencies to provide a flexible workforce but does not typically use 
independent contractors as a general business practice. 

7. Please provide the total amount of undistributed accumulated foreign earnings and the 
percentage that such earnings represent of total assets as shown in your financial statements. 
Please identify the total amount of these earnings held in cash, cash equivalents, or other short 
term investments, and the total amount of these earnings held in U.S. financial institutions. 

The total amounts of undistributed accumulated foreign earnings for 20 12, 2011 and 2010 
were approximately $20 billion, $17 billion, and $14 billion, respectively. Tliese earnings represent 
approximately 22 percent of total as.scts as shown in our financial statements. The total amount of 
cash, cash equivalents, and other short tenn investments held by all non-U. S. subsidiaries was about 
$2 billion at the end of 2012, 2011, and 2010 wdth less than 1 percent of this held in U.S, financial 
institutions. 

8. Please identify the total amount of U.S. cash, cash equivalents, and short term 
investments held by your company, and please identify what percentage of those assets are held 
in total by non-U.S. subsidiaries. 

The total amounts of cash, cash equivalents, and other short term investments held in the U.S. 
at the end of20]2, 201 1, and 2010 were about $3 billion, $1 billion, and $1 billion, respectively. In 
total, less than 1 percent of these assets were held by non-U.S. subsidiaries. 
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9. Please provide the following information for each non-U.S. subsidiarju 

a. the legal name and address of the subsidiary; 

b. whether the subsidiary is a controlled foreign corporation (CFC), and if so, identify 
the entity that controls it and the jurisdiction of the controlling entity ; 

c. the date on which the subsidiary was formed, the Jurisdiction where it was formed, 
the jurisdiction where its headquarters are located, and the jurisdiction where it is resident 
for tax purposes; 

e. the nature of the business performed by the subsidiary including a description of the 
subsidiary’s functions, operations, and facilities; 

The attached schedule titled “Non-U.S. Subsidiaries (As of July 3 1 , 2013)“ provides the legal 
name, address, jurisdiction of organization, incorporation date and purpose of the business of each non- 
U.S. subsidiar}^ This information was imported from the Company’s legal entity corporate data sheets. 
Although Caterpillar believes this information is materially up to date, accurate and complete, there may 
be instances in which it is not. In particular, note that the description of the purpose of the business varies 
in level of description, at times setting forth a full description of the subsidiary’s functions, operations, 
and facilities, while in certain instances not including all of this information. Please lei us know if any of 
the information that you would like to see is missing from the description, and w'e wall obtain the 
necessary information. 

The last two columns of this schedule state where the subsidiary' is a resident for tax purposes and 
whether the subsidiary is a controlled foreign corporation (CFC). 
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15. For everj' United States tax position reflected in your total unrecognized tax benefit for the 
period that involved foreign entitles or jurisdictions, including by not limited to APB-23, 
please provide the following information: 

a. Identify or describe the tax position and the tax period to which it relates; 

b. State how much of the total unrecognijo^d tax benefit is based on this item; and 

c. State what foreign entity(!es) or jurisdiction(s) are involved with this item. 

Set forth below is a schedule providing a description of the unrecognized tax benefit items 
attributable to each of the years that involved foreign entities or jurisdictions, indicating the entiiy(ies) or 
jurisdiction(s} that are involved with respect to the item. The schedule reflects the percentage that the 
described unrecognized tax benefit hears to the total unrecognized lax benefit attributable to each 
respective year. 


KofTM^UTB KaTTotaiUTB %(iiTot3tlJTB 
Related to 2010 RelatedtoZOll Related to 2012 

1. A complex psftoership structute ipvemeci under 
Section 7M hit iplenelited elements incioding 
ejininjs ailocsiions that affect Section 9S3 
caicuiationi and Section a82 transfer pricing This 

imcertaintvreiatcstoCalerpiilarSARL, 19?4 ij% ^3% 
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16. Please list and describe all reported uncertain tax positions as identified in your Form 1120 
Schedule UTP filed in 2010 through 2012. 

Please find attached Form 1 120, Schedules UTP for tax years 2010 and 2011. For 2012, this 
information will be provided in the third set of respon.ses on September 30, 2013. 
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17. For the fiscal years 2010, 2011, and 2012, please provide a breakdown of any research and 
development expenses attributed to each of the top 5 entities undertaking such activity'. In 
addition, please provide the annual amounts of any research and development tax credits or 
deductions recorded in the United States during the same period. 


The top five legal entities ranked by size of research and development expenses incurred in 2012, 
2011, and 201 0 are listed below along with the amount incurred in each year; 


(.AH ainoun's in millions of USD) 

2012 

2on 

2010 





Cnfcrpilisr Inc. 

1.604 

1,595 

!,383 

Cftterpillar S.VRL 

!72 

!84 

173 


94 

98 

86 


80 

63 



70 

55 

44 

■■■■■■ 



3.3 


The research and development tax credits and deductions reported on the Fonn 1 120 for 2010 and 
201 i are listed below. For 2012, this infonnation will be provided in the third set of responses on 
September 30, 2013. 


2010 I 2011 


R&D Tax Credits 77,244,586 93,092,284 # 

R&D Deductions 2,447,658,554 3,083,566,171 

# Note, $13,538,363 of 2010 R&D Credit is a carryover from 2009 
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December 3, 2013 

*** CONFIDENTIAL— CONTAIKS PROPRIETARY INFOllMATiON *** 

Response of Caterpillar Inc, to Inquiry Relatin 2 to Treatment and Use of OfTshore Funds 

This document sets forth Caterpillar Inc.’s (“Caterpillar” or the “Company”) responses to 
Questions 2, 3, 5, 7-1 !, 13-15 and 1 8 contained in the questionnaire dated October 15, 1013. The 
response for Question 12 wilt be provided as soon as it is available. 

Caterpillar reque.sls confidential treatment of this response, as it contains Company confidential 
and proprietar)' information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

Throughout the questionnaire, there are references to a “purchased finished replacement part 
business” or “PFRP business” However, as previously communicated to the PSI, the Company does not 
manage revenue or profit from pans as a separate business. Rather, parts are managed a,s an integral part 
of each segment. We interpret these references to exclude any inference that purchase and / or sale of 
purchased flni-shed replacement parts or PFRP constitutes a separate business. 

Caterpillar’s Responses to Questions 2, 3, 5, 7-11, 13-15 and 18 

2. Please provide consolidating financial information for CAT's subsidiary known as CSARL 

for each of the years 1999 through 2009. 

Set forth below is the consolidated financial infonnation for the group consisting of CSARL and 
its disregarded entities for U.S. Federal tax purposes for each of the years 1999-2009. Please note that 
these schedules reflect the consolidated financial information for U.S. tax purposes by eliminating the 
gross amount of all intra-group transactions for all entities in the group in the “Bliminations” column. 
These schedules do not reflect eliminations of intra-group balance sheet items, such as intra-group 
receivables. 

Note that the large difference in the Net Sales eliminations between 2007 and 2008 is attributable 
to the fact that Caterpillar Americas C, V. and Caterpillar North America C.V. are separate disregarded 
entities in 2007, but are included in the “CSARL Stand Alone” column for 2008 forward. 
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3. For COSA and CSARL, for each of the years 1999 through 2012, please provide (a) the 

total amount of Swiss taxable income, (b) the total amount of Swiss tax paid (national and 
cantonal), (c) the total amount of Subpart F income, (d) the total amount of US tax paid, (e) 
the total amount of taxable income reported to any other country, and (f) the amount of tax 
actually paid to any other country. 

The requested information is set forth in the chart below. 
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8. Please provide the portion of CAT’s global profit before fax that was attributable to its 
PFRP business for each year from 1995 through 2012. 

Reportable segment profitability is determined based on revenue and costs managed by each 
segment- Replacement parts are managed as an integral part of each segment. Caterpillar does not 
determine global profit before lax for PFRP, However, Caterpillar performs an internal calculation to 
determine certain elements of parts profit strictly for the purpose of assigning parts profit to relevant 
machine and engine business segments. This calculation is performed based on parts sales for CAT 
branded business only and is not a detennination of profit before tax (“PBT”) for parts sales. 

The table below contain these amounts for the period 2006 — 2012 . Caterpillar does not have 
these records for years prior to 2006 . This calculation differs substantially from a PBT calculation of 
global parts profits. Significant costs such as research & development (“R&D"’) are not included in this 
determination. Some co.sts that are not directly related to parts profit are included in this determination. 

These calculations are subject to certain limitations. The following are important factors to note related to 
this calculation: 

• There is no breakdown between PFRP and ‘Avorked” (Caterpillar manufactured) parts. 

• There is no breakdown by legal entity. Machine and engine business units .span many legal 
entitie.s both within and without the United States. 

• “Costs” included in determining these calculations are accumulated from global .sources. 

• The.se calculations are only for the CAT branded portion of the Caterpillar business (i.e., non- 
CAT branded products are not included in the calculations). 

• These calculations do not include R&D expense as this expense lias already been included in the 
machine and engine business unit accountable profit calculations. Caterpillar does not separately 
determine R&D for parts, 

• These calculations do not include cost allocations related to assets employed (e.g., there is no 
allocation of cost related to storage warehouse and other logistics assets). 

• These calculations include expenses related (o customer service support, a function that is not a 
direct cost and would not be included in a PBT calculation. 

Internal Calculations for Allocating Certain Elements of Parts Profit (SBilHons) 


9 . With regard to the replacement parts busines.s, for each year from 1997 through 1999, 
please provide the following information: 

• The percentage of your company’s worldwide headcount and payroll assigned to the 
PFRP business and located in the I’nited States, and 

• The percentage of your company’s worldwide headcount and payroll assigned to the 
PFRP business and located in Switzerland. 

This requested information is not available for years 1997 through 1999. 
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13. In its September 23, 2013 letter, Caterpillar stated: 

“In connection with the restructuring, there has been substantial movement 
of personnel with significant responsibilities within, and to, Switzerland 
including: (i) the promotion of a Vice-President as a new Group President 
responsible for all of EAME operations, (ii) the movement of several 
Product Managers to Switzerland, and (iii) the appointment of a Parts 
Purchasing Manager in Switzerland. Further, the Worldwide Parts 
Manager was later located in Switzerland together with a newly appointed 
Vice-President in Singapore.” 

Please provide a chronology of the pcnonnel changes described above, as well as the dates 
and descriptions of any other important changes in PFRP-related business' operations or 
facilities following the creation of CSARL. This description should include the names of 
individnals and a description of their job responsibilities, any differences in business 
operations, pnrehasing systems, and employee headcount and function between CSARL 
and COSA, and include the date that CSARL made such changes. 

In 1999 and in the early 2000s. CSARL engaged in an overall plan of restructuring involving a 
series of steps that included a change to the supply chain of parts, engines and machines. Fiffcctive 
September 1, 1999, Caterpillar granted CSARL the right to have made and/or purchase replacement parts 
in exchange for a royalty payment from CSARL. CS.ARL assumed all rights and obligations (liabilities) 
of the existing contracts and purchase orders for replacement pans concluded or issued by Caterpillar. 

In October 2000, Caterpillar announced its intent to restructure its EAME operations in order to 
combine the manufacturing and marketing operations. The restructuring was proposed to address the 
challenges Caterpillar was facing in the EAME region that included pricing pressure, increased and 
intensifying competition with global alliances, significant material cost increases, and difficulty 
improving EAME market share. These changes were necessary to berter position Caterpillar for long- 
term success and were intended to provide increased focus between the manufacturing operations and 
marketing companies to facilitate better single-point accountability for the EAME region. 

Prior to December 1, 2000. the following individuals performed the listed roles/functions in the 
entity(ies) indicated: 


Name 

. Role/FuDctioD 

Location/C^mpaoj 

Gerard V mecoq 

Managing Director 

Calerptllar Belgium SA 
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Effective December 1 , 2000, the following individuals had changes in both role/function 
performed, as well as, change in employer / location to CSARL in Switzerland; 


Name 

R«!c/FuncUon 

LGrrtlinninniiuni 

Gerard Vittecoq 

Vice President, EAME Operations 

CSARl. 
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Further, effective on December 1, 2000. the following individuals were promoted without a 
change in location: 


Name-'.,' 

Function Btiart Promotioo . 

1 iiDciioii \t(rr Promnti lo 

Vito Baumgartner 

VP COSA 

Group President 

Ed Rapp 

Region Manager 

VP EAME Marketing 


The job responsibilities and roies/functions of the persons above are set forth below. 

Gerard Vinecoq’s ('‘Vitiecoq”) new responsibilities included: 

• Joint respo!5sibilit>' newly created Product Development Division {“PDD”) (managed by Chris 
Schena described below) for EAME results, excluding Marketing (Note, on August 29, 2001, the role of 
POD began to report to Vitiecoq thus ceasing the joint responsibility); 

• Value added efficiency of plant and implementation and performance of certain manufaefuring service 
agreemenls; 

• Enterprise profitability, return on assets of manufacturing facilities within the operations division; 
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• Deflninon and achievement of common EAME goals on non-financiai measures; 

• inventory management within plants; 

• Itn’esimcn! and long-term manufacturing strategies aligned with product designs 

• Biielti. Fabrications. Engines and Components; 

• CAT Work Tools operations; and 

• Core components and engine sourcing 

As General Manager. FAME Product Development C‘PDD”), Chris Schena C'Sehena") new responsibilities 
included: 

• Joint responslbilit\- with Vittecoq's new created position (but see note above on August 29, 2001, 

Schena began reponing to Viltecoq); 

• Development and implanialion of product strategy and commercial entity responsibility'; 

• Dew product introduction management for vehicles including definition of costs, percent industry sales, 
qirality and materia! cost targets and sources; 

• Negotiation of transfer prices and price value optimization with Marketing; 

• Wor ldwide design for certain track type tractors, certain hydraulic excavators, work tools (except 
commercial engines and components); 

• Product quality, warranty, special action pricing action requests; 

• Authorization of monthly build schedules based on sales and operation planning meetings; 

• Sole accoum.ability for wheeled excavator design in Europe; 

• Transfer price for purchases of non-EAME components that are assembled directly into prime product; 

• Joint res|xinsibi!ily with Vittccoq for EAME volume, percent industry sales assumptions within the 
annua! business plans and joint sourcing accountability with Vittccoq for prime product manufacture 
with EAME operations division and for any future additions to EAME manufactured prime product. 

The Product Managers' responsibilities generally include managing the bottom line profit and loss with 
respect lo each oftheir respective products and ensuring the manufacturing of the right product mix to satisfy 
identified market requirements. Product Managers are also responsible for the development of future product 
through the new product introduction proce.ss ("NPr'}. The NIT proce.s.s generates the R&D activities on 
machine.s, engines, and components, including parts for the relevant products. A Product Manager works 
with the factory u> reduce cost-s of a.ssembly and makes sourcing recommendation.? with respect to their 
products. Finally, a Product Manager ensures (hat customers' needs arc met post sales. 
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The following provides changes in suc-cession/ro!es/responsibilities and roles/functions. 
Vice Presidents and General Managers 

me 

Re/iorii la 

unliUiil2 
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31^ ticilsies 

ii.-Dshr FraiiK SAS. CtlerpSat B^jti SA 

Fcitend, CziCfpiSar Caierj^i T{sno Osrpiibt Ttaisn&sioiB France. OuerpiSii Skmi^ove, CaiccplbrMec Trtidt 

ivcipJar Boksbitg CaiBfpisf WcskToofe. Pavwg Pioducis 


d ^vs}lE^ME Prpdact Dsvei^Hncfl to become EAME ftoducl De-ek^Hneni and operation Dmsian(PlX>D) 
)feccc! Mic oauwoTv 

cedbj ChfB SclKda 

ed F.iaop: an! South A-iEibi OpaaibnDk'BicmCESAOtl} an! htJudes Caien>3br Dta2£Lid 


Numr fid Rapp 

Rt-pnru 10 Gioup Ptsskient 

F)aKitmi Indair^c uftisi nsfketaigofaflCaierpfef Ptoditls, pjtviais! ecr.xtte'iheEieopc. AJcs. MiddbEasianJ Commonneateoi’nlef'cnckim States Regbn 

of the I'miiuiii 20(k) Position created 

3004 EdRapprephcedSyPeotoFeilai 
3009 V>Ktiionrcniniecl F.AME Oiinibuiioft 
3012 I'aoloI'«!linrupbcedi>yNi(tdl.ifv»« 

Paolo ficISiit hucoKies VP fb> the nesvV created Oinbui Coistrurton Indtnincs Morketaitj Diveitin (below) 
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In January 2003, further operational changes occurred formalizing the role of CSARL Singapore as a 
headquarters and trading company for the Asia Pacific Division (“APD”) region and of Caterpillar of 
Australia (‘"CofA”) to act as a contract service provider to CSARL Singapore for the following: 

• Dealer support in APD on behalf of CSARL Singapore; 

• Provider of information technology services to CSARL Singapore; 

• Provider of accounting and administrative services to CSARL Singapore; 

• Distribution center for replacement parts on behalf of CSARL Singapore; and 

• Assembly operation, selling its output to CSARL Singapore. 
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Due to constraints in delivering this information within the requested time frame, we have not 
provided the personnel change information for the above positions. 

In 20 1 1, the Excavation Division headquarters relocated to Singapore. The following outlines 
key individuals and functions moved to Singapore. 
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TitU 

Name 

Vice IVcsiikm. \si:i I'iicifk Munufacittnii&OjwniJioiss Dkisimi 

Siu Levenick 

Location 

Tokyo, .iapan 

Ripom 10 

President 

Function 

In charge of rcgktna? rmoufacturingopersiksns 

Hisloiy of the Position 
until 2009 

2003 Position created as Vice’ Pre.sidenl. Asa Pacific Division 

2004 Position split into rrarkciing and operaiio.TS. 

2004 Sru Levtiwk’s position spis. with Ricli Uvm as Vice Presideni. A.so Pacific Manufacturing Operatioiis in Tokyo 
2007 Rich Lavin replaced by Tom Bljth as Vice Presideni, Asa Pacific Operatiors 

2009 Position ehninaied (with Tom BJutbirarrsferred to Vice Presdene, Earthmoving Division in Beijing) 
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On July 1, 2002, Caterpillar implemented the inventory management system, ITAS. The 
implementation of this system improved the existing warehousing and invoicing processes for U.S. 
warehouse facilities owned by Caterpillar, In addition, as of this date, CSARL entered into an agreement 
with Caterpillar, as a service provider, for the management of CSARL’s inventory of parts to be exported, 
in exchange for a service fee. 


ITAS was developed because CaTerpillar and CSARL needed to own separate, identifiable 
quantities of same part numbers located in the same physical location. The system creates and maintains 
detailed information with respect to inventory' stock records, inventory management, sourcing/availability' 
and physical location. 
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*** CONFIDENTIAL— CONTAINS PROPRIETARY INFORMATION *** 


Response of Caterpillar Inc, to Inquiry Relating to Treatment and Use of Offshore Funds 

This document sets forth Caterpillar Inc.’s (“Caterpillar” or the “Company”) response to 
Questions 1 tlirough 4, 6 and 8 contained in the questionnaire dated December 23, 2013. The information 
for the other questions is being accumulated and will be provided when available. 

Caterpillar requests confidential treatment of this response, as it contain.s Company confidential 
and proprietary information, the release of which would damage Caterpillar and potentially assist its 
competitors, particularly its non-U. S. competitors such as Komatsu, Hitachi, Sany, and Volvo. 

Caterpillar’s Responses to Questions 1 throueh 4, 6 and 8 

I. Please provide the total dollar amount of CSARL’s inventory reflected in Caterpillar Inc.’s 
Inventory Tracking and Accounting System (ITAS) for its purchased finished replacement 
parts (PFRP) business located in U.S. warehouses for each quarter end in each year from 
2009 to the present. 

Please provide the total dollar amount of Caterpillar Inc.’s global inventory for its PFRP 
business for each quarter end in each year from 2009 to the present. 

The question references to a “purchased finished replacement part business” or “PFRP business.” 
However, as previously communicated to the PSI, the Company does not manage revenue or profit from 
parts as a separate business. Rather, parts are managed as an integral part of each segment. We interpret 
these references to exclude any inference that the purchase and / or sale of purchased finished 
replacement parts or PFRPs constitutes a separate business. 

The information requested is set forth in the table below, the first column reflecting CSARL’s 
parts inventory held in U.S. warehouses and the second reflecting Caterpillar Inc.’s global parts inventory. 
Note that inventory records are not separated between worked and purchased finished parts, and therefore 
the table reflects the total of worked and purchased finished replacements parts. CSARL parts inventory 
balances reflect inventory located at both U.S. warehouses and at third party contract packagers, and 
therefore the balances reflected in the table are greater than the inventory balances at the U.S. 
warehouses. Caterpillar Inc, parts inventory balances reflect parts inventory held in warehouses and in 
transit inside and outside the United States. 
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Introduction 

r am Professor of Law at New York University School of Law. My specialty is U.S. 
income taxation. 

1 have been a full-time faculty member at New York University for thirty-five years and 
have taught a wide variety of courses in the LL.M. program in Taxation, concentrating in those 
covering domestic and international aspects of corporate and partnership taxation, including the 
particular issues addressed in this report. I am a former editor-in-chief of the Tax Law Revie w. I 
have authored a casebook on international aspects of U.S. taxation, which includes chapters on 
subpart F, transfer pricing, and accumulated offshore funds, and articles on various international, 
corporate, and partnership tax issues. I have also spoken on most of these subjects at 
professional conferences. 1 am Counsel to the law firm of Cooley LLP, where my practice 
generally involves the same areas of specialization.' Prior to affiliating wdth Cooley, I was a 
consultant to Deloitte & Touche from 2001 to 2004 and Counsel to the law firm of Weil, Gotshal 
& Manges LLP from 1984 to 2001, A copy of my curriculum vitae is appended, which includes 
a list of my publications and other engagements in which I have served as an expert witness. 

1 have been engaged by counsel to Caleipillar Inc. (‘‘Caterpillar”) to report to the 
Pennanent Subcommittee on Investigations ("Subcommittee”) as an expert witness in taxation 
on behalf of Caterpillar. Specifically, 1 have been asked to address the Subcommittee staffs 
concern that Caterpillar’s supply chain restructuring executed in 1999 through the early 2000’s, 
pursuant to which its Swiss affiliate, Caterpillar SARL (“CSARL”), purchases finished 
replacement parts from unrelated U.S. suppliers and sells them to unrelated dealers and 
customers abroad, may have lacked sufficient economic substance. 1 understand that the 
Subcommittee may have other areas of inquiry', but I do not address those here. 

The opinions expressed in the report are based upon my specialized professional 
knowledge. 1 confirm that I have included in the report all matters within my knowledge and 
expertise relevant to the matters on which I have been asked to report, I have made all the 


' Cooley does not represent Caterpillar, nor did it have any involvement in the restructuring that is the subject of this 
report, in filing this report, I am acting only in my capacity as Professor of Law, not on behalf of Cooley. My role 
as expert in this matter is not a conflict of interest. 
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inquiries that 1 believe are appropriate and no matters of significance that I regard as relevant 
have, to my knowledge, been withheld from me or the report. 

The report comprises three parts: a summary of conclusions; a statement of facts; and an 
analysis of the issues 1 was asked to report on. 

Summary of Conclusions 

As elaborated below, in my professional judgment, it is extremely unlikely that 
Caterpillar’s supply chain restructuring and the countless ensuing sales conducted pursuant to the 
restructuring arc vulnerable to attack for lack of economic substance. 

Summary of Essential Facts 

The report is based on my understanding of the essential elements of the supply chain 
restructuring described below. This understanding is drawn primarily from information provided 
by Caterpillar to the Subcommittee at its request and, to a lesser degree, on conversations with 
Caterpillar and its counsel. 

The Parties 

Caterpillar is the parent company of the Caterpillar group. Where relevant, references to 
Caterpillar include references to Caterpillar's affiliated U.S. subsidiary companies. CSARl, is a 
limited liability company organized under Sw iss law in 1997 as the successor to a Caterpillar 
company that had conducted overseas operations for decades. CSAR,L is treated as a partnership 
for U.S. tax purposes and is owned directly or indirectly (through disregarded entities) by 
controlled foreign corporations that are directly or indirectly ov/ned by Caterpillar. 

Pre-Restructuring Supply Chain in Brief 

Before the restructuring, Caterpillar purchased replacement parts for its various 
products — ^purchased finished replacement parts (“PFRP”) — from unrelated suppliers located in 
the United States and sold a portion of them to CSARL (“outbound PFRP”), w'hich in turn sold 
them to unrelated dealers and customers in foreign markets. Caterpillar’s profits from outbound 
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PFRP sales were taxable in the United States. CSARL’s profits were also taxable in the United 
States as foreign base company sales income (under Section 954(d) of subpart F). 

Post-Restructuring Supply Chain in Brief 

After the restructuring, CSARL purchased outbound PFRP directly from the unrelated 
U.S. suppliers and sold them to unrelated dealers and customers in foreign markets. The 
restructuring simply removed Caterpillar from the outbound PFRP supply chain. As a result, 
Caterpillar earned no profits (other than royalties and fees paid by CSARL described below) 
from outbound PFRP sales, and CSARL’s profits were no longer taxable under subpart F 
because there was no longer a related party (Caterpillar under the old structure) in the supply 
chain, which Section 954(d) requires as a condition of foreign base company sales income. 

Elements of the Restructuring 

Since at least 1 960, Caterpillar’s primary non-U.S. marketing center has been located in 
Switzerland, For several decades, CSARL, (and its predecessor) have had several hundred 
employees in Switzerland, currently approximately 400, engaged in activities involved in 
manufacturing, marketing, sales, and support of Caterpillar machines, engines, and parts. Swiss- 
based managers have been instrumental in Caterpillar's international expansion. As the Asia 
Pacific market developed, CSARL developed a similar regional center in Flong Kong, which was 
later relocated to Singapore and currently is home to approximately 400 employees and the site 
of Caterpillar’s Asia-Pacific aftermarket distribution center and remanufacturing facility. 
Presently, roughly 70 percent of the Caterpillar group’s sales are to foreign dealers and 
customers. 

The restructuring entailed a broad realignment of many of the Caterpillar group’s various 
functions in foreign markets. An important objective was to facilitate CSARL’s functioning as 
the principal in contract (toll) manufacturing arrangements. Another objective was to remove 
Caterpillar from the outbound PFRP supply chain in order to eliminate an unnecessary 
middleman between the supplier and customer and in the process to eliminate unnecessary 
subpart F income. 
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Prior to the restructuring, outbound PFRP functions were divided. Caterpillar employees 
located in the U.S. engaged with Li.S. suppliers on design, production, and pricing matters, 
whereas marketing to foreign customers was carried out by CSARL employees in Switzerland or 
Singapore. CSARL, operating as a distributor with limited exposure to market risk, earned a 
relatively small gross profit (approximately four percent of sales revenue). 

The restructuring added to CSARL’s exposure to market risk by essentially placing it in 
the position previously occupied by Caterpillar — ^the entrepreneur between suppliers and 
customers. In order to take on purchasing functions previously discharged by Caterpillar, 
CSARL needed continuing support from Caterpillar arid tlie right to use Caterpillar’s intellectual 
property necessary to engage with suppliers and customers {i.e., production technology and trade 
name). To that end, CSARL entered into a licensing agreement with Catcipillar entitling CSARL 
to use relevant Caterpillar intellectual property, pursuant to which CSARL pays annual royalties 
to Caterpillar equal to four to six percent of sales revenue. In addition, CSARL reimburses 
Caterpillar, at cost plus a five to seven percent mark-up, for variou,s engineering and logistical 
services provided by Caterpillar personnel located in the United States involved in engaging with 
suppliers and storing and managing inventory in U.S.-situs warehouses. The adequacy of these 
royalties and fees is subject to normal audit review under the arm’s length principles and rules of 
Section 4S2’s transfer pricing regime. Although CSARL hired or reassigned two high-level 
purchasing managers located in Switzerland after the restructuring, much of the purchasing and 
logistical functions relating to outbound PFRP continued after the restructuring to be carried out 
by Caterpillar personnel located in the United States. 

After the restructuring, some outbound PFRP was shipped directly from suppliers to 
customers or through unrelated packagers. The balance was stored, intermingled with 
Caterpillar’s goods, in Caterpillar’s U.S. warehouses. As a mutual accommodation, if CSARL’s 
or Caterpillar’s inventory ran out, the inventory control system (“ITAS’’) permitted the short 
party to use the other’s inventory and later replenish it from future purchases. Also, because 
U.S. suppliers did not want to deal with more than one purchaser, CSARL purchased not only 
outbound PFRP but also goods destined for U.S. dealers and customers. In order to accomplish 
such inbound sales, CSARL would transfer title (“flash title”) to Caterpillar at no mark-up, 
enabling Caterpillar to close sales to U.S, dealers and customers. 
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The net U.S, tax effect of the restructuring on outbound PFRP profits, taking into account 
royalty and ser\'ice agreement payments made by CSARL to Caterpillar, was to convert some 
percentage, which varies year-by-year, of the profits from income subject to cuivent U.S. income 
taxation (either because Caterpillar earned it or it was siibpart F income to CSARL) to CS ARL’s 
income subject to deferred U.S. taxation. 

Economic Substance Requirements 

1 understand that some members of the Subcommittee staff may be of the view that 
continued storage of outbound PFRP in the United States (perhaps aggravated by the inventory 
warehousing features discussed above), combined with continued supplier engagement and 
inventory warehousing being conducted by Caterpillar personnel located in the United States, 
means that the restructuring did not accomplish a sufficient change in economic substance to be 
respected for U.S. income tax purposes. The staffs view may be premised on one or both of two 
related judicial doctrines: the doctrine that substance prevails over form; and the economic 
substance doctrine. 1 will address both doctrines as well as relevant historical policies behind 
present law, concluding that the restructured outbound PFRP supply chain offends neither the 
case law nor the relevant underlying statutory purposes. 

Substance over Form and Economic Substance in General 

The variou.s doctrines employed by courts to police what is perceived as overly 
aggressive tax planning are somewhat overlapping and draw common support from the bedrock 
notions that substance generally prevails over form where they conflict and, in addition, 
economically meaningless transactions devoid of business purpo.se other than tax avoidance are 
generally not respected.^ Given the potential breadth of these principles, however, it is important 
to remember that many routine transactions that may superficially seem suspect, such as issuing 
debt instead of equity in order to obtain an interest deduction or forming a subsidiai^ to conduct 
activity instead of operating in branch fonn or acquiring a target company for stock in a tax-free 


^ See Gregoryv. Helvering, 29?: XJ.S. 465 (I9i5): Knetsch v. UnitedStates,?64US.36\ (1960); Frank Lvon Co. v. 
United States, 4?5 U.S. -S61 (1978). 
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reorganization instead of purchasing it for cash in a taxable transaction, are unquestionably 
above reproach in the vast majority of situations.^ 

Therefore, in order to put Caterpillar’s restructuring in proper perspective, in the 
following pages 1 begin with indisputable economic substance principles established by the 
courts and Congress, then describe cases countenancing legitimate international tax planning, 
and, finally, catalog some of the transactions that courts of late have unabashedly struck down as 
objectionable under either the substance-over form doctrine, which holds that economic 
substance trumps inconsistent formalism, or the economic substance doctrine, which holds that a 
taxpayer must have a nontax business purpose for entering into a transaction (the “subjective” 
factor) and/or the transaction must exhibit economic effects other than tax savings (the 
“objective” factor). ’ I provide only enough detail to show' the contrast between transactions 
condemned by courts and Caterpillar’s restructuring. 

Indisputable Judicial Principle Respecting Separateness of Corporation and Shareholder 

Seventy years ago, in Moline Properties.^ the Supreme Court, rejecting the taxpayer’s 
argument that his wholly ow'ned corporation was merely his alter ego, established that a 
corporation cannot be ignored if it engages in even minimal economic activity. The corporation 
in that case owned real property fonnerly owned by the shareholder and transferred to the 
corporation at the insistence of creditors. The corporation sold the property at a gain, which the 
taxpayer unsuccessfully argued was taxable to him, not the corporation. 

From that point on, courts refused to ignore the separate existence of a corporation, even 
though tax-motivated, unless it was a sham, engaged in no economic activity, or represented 
itself to be merely an agent. For example, in the Siegel case, cited with approval by tlie Joint 


^ See, e.g., Kraft Foods Co. v. Comm V.. 232 F.2d ] 1 8 (2d Cir. 1956); Joint Comm, on Tax’n, Technical 
Explanation of the Revenue Provisions of the “ Reconciliation Act of 2010, " as Amended, in Combination with the 
‘Patient Protection and Affordable Care Act, ” JCX-t8-10 (Mar, 21, 2010), at 152-53. 

* 3'he recently codified economic substance doctrine, enacted in 2010, requires a taxpayer to show both a meaningful 
change in its economic position as a result of the transaction in question and a non-tax business purpose for it. I.R.C, 
§ 7701(o). Pre-codification doctrine, depending on the circuit in which the case arose, sometimes required taxpayers 
to make both showings, sometimes only one, and sometimes fused the two prongs into one. See David P. Hariton, 
IVhen and How Should the Economic Substance Doctrine Be Applied?, 60 Tax L. Rev. 29 (2006), Martin J. 
McMahon, Living with the Codified Economic Substance Doctrine, 128 Tax Notes 731 (2010); JCX-18-10, supra 
note 3, at 153-54. 

^ Moline Properties, inc V. Comm'r, 319 U.S. 436 (1943). 
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Committee on Taxation as beyond attack under the economic substance doctiine/’ the Tax Court 
rejected the government’s argument that the taxpayer’s wholly owned Panamanian corporation, 
which entered into a fanning joint venture in Cuba, w'here the taxpayer operated as a food 
broker, should be ignored for lack of economic substance simply because the arrangement 
deferred U.S. tax, provided the taxpayer had some non-tax reason for using the corporate form 
(e.g., insulation from liability to creditors, protection of licenses and reputation)/ Another oft- 
cited example is Northern Indiana Public Service Company f where the Court of Appeals refused 
to ignore the separate existence of a U.S. parent corporation’s Netherlands-Antilles subsidiary, 
W'hich had borrowed funds in the Eurobond market and on-loaned them at a slightly greater rate 
of interest to the parent company. The subsidiary’s retention of the interest rate spread and the 
need to employ such a structure in order to reduce borrowing costs (by not having to pay 
increased interest to cover the U.S. withholding tax that would have been due had the parent 
borrowed directly from the Eurobond market) was enough business justification to fend off an 
economic substance challenge. 

Legislative History 

Congress has been equally respectful of the separateness of corporation and shareholder, 
When subpart F was enacted in 1962, with the approach that only certain types of income 
(“subpart F income”) earned by a controlled foreign coiporation would be currently taxable to its 
U.S. shareholders, it was obvious that otlier kinds of income could not also be rendered currently 
taxable through the expedient of simply ignoring the separate existence of the controlled foreign 
corporation on substance-over-form or related grounds. Legislative history of the codification of 
the economic substance doctrine in 2010 restates this reality unambiguously; 

“The provision is not intended to alter the tax treatment of certain basic business 
transactions that, under longstanding judicial and administrative practice are 
respected, merely because the choice between meaningful economic alternatives 
is largely or entirely based on comparative tax advantages. Among these basic 
tran,sactions are ... a U.S. person’s choice between utilizing a foreign corporation 
or a domestic corporation to make a foreign investment . , . and ... the choice to 


^ See JCX-1 8-1 0, supra note 3, at 153. 

' Siegel V. Comm 'r, 45 T.C. 566 (1966). 

^ Northern Indiana Public Service Co. v. Comm V, 1 15 F,3d 506 (7th Cir. 1997). 
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utilize a related-party entity in a transaction, provided that the arm’s length 
standard of section 482 and other applicable concepts are satisfied.”** 

Also noteworthy is Congress’s decision not to trigger taxation under subpart F merely 

because a controlled foreign corporation holds goods in the United States that are destined for 

export.'” This exception to the definition of “United States property” in Section 956, which 

dates back to the initial enactment in 1962, was justified by Congress as follows: 

“Generally, earnings brought back to the United States are taxed to the 
shareholders on the grounds that this is substantially the equivalent of a dividend 
being paid to them. The exceptions .... however, are believed to be normal 
commercial transactions without intention to permit the funds to remain in the 
United States indefinitely . . 

Taxpayer Victories in International Tax Planning Cases 

Consistent with the foregoing principles, taxpayers have prevailed in cases exhibiting 
considerable international tax planning. 

Relocation of Business Offshore 

The most germane of these cases involved United Parcel Service’s transfer of its package 
insurance business to a foreign affiliate. UPS, which had previously conducted the business 
itself, moved the business (and resulting profit) to its Bermuda sister corporation (which it had 
formed and spun off to shareholders) by engaging an independent insurance company to accept 
the insurance risk, in exchange for premiums collected by UPS from customers, followed by a 
reinsurance agreement between the insurer and the Bermuda sister that passed the premiums and 
risk on to the Bermuda sister (less a fee for the insurer). The government challenged the 
arrangement on economic substance grounds, complaining that nothing in sub.stance had changed 
(UPS continued to administer customer claims) except that UPS’s profits w'ere now earned by 
the Bennuda sister. The court disagreed, finding that the restructuring of an existing, bona fide 
business with involvement of an independent third-party insurer satisfied the economic substance 
doctrine, notwithstanding the tax avoidance motive.'^ 


’ JCX-1 8-10, supra note 2, at 152-53. 

See I.R.C. § 956(c)(2)(B), 

'' Sen. Rep. No. 1881, 87th Cong., 2d Sess., at 794. 

United Parcel Service of America, Inc. v. Comm'r, 254F.3d 1014 (11th Cir. 2001). 
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Of all the cases mentioned in tiiis report, the one closest to the Caterpillar restructuring is 
UPS. Like the Caterpillar restructuring, it involved dealings between the taxpayer and 
independent parties (the insurer in UPS and unrelated suppliers and customers in this case), and 
it was a restructuring of an existing, mature business, as opposed to a one-time adventure into 
unfamiliar terrain motivated exclusively by a desire to generate tax benefits in order to shelter 
tax on unrelated income. 

Hybrid Financing Airangements 

Two recent cases illustrate the degree of international planning permitted under the 
substance-versus-fonn doctrine, each involving cross-border tax arbitrage (inconsistent 
classification by two countries of either an entity or a financial instrument, resulting to some 
degree in income being taxed in neither country). In the first, a formal debt instrument issued by 
a domestic reverse hybrid entity (a corporation for U.S. tax purposes), which, if respected, would 
have resulted in a U.S. interest deduction but little or no taxation in the U.K. due to the issuer’s 
status as a partnership for U.K, purposes, was indeed respected as debt, contrary’ to the 
government’s argument.’’ In the second, a hybrid instrument issued by a Dutch subsidiary to its 
U.S. parent was treated as equity for U.S. purposes, notwithstanding that it was treated as debt 
for Dutch puiposes, resulting in an interest deduction in the Netherlands but asymmetrical tax 
treatment in the United States {e.g., return of stock basis or dividend sheltered by foreign tax 
credits).’'’ 

Government Victories in Economic Substance and Snbstance-Over-Form Cases 

In contrast to in.stances of tax planning sanctioned by the courts and Congress, 
transactions too heavily freighted with tax-avoidance have been stuck down. These cases 
demomstrate that, wherever the line drawn by the substance-over-form and economic substance 
doctrines may be, the Caterpillar restructuring falls easily on the safe side. 

S ILO/LILO Transactions 

Sale-in-lease-out (“SILO) and lease-in-lease-out (“LILO”) transactions typically involve 
a lease (head lease) of a public or quasi-public facility (e.g., a municipal railroad or sewage 
system or hydroelectric plant) by a U.S. taxpayer from a tax-indifferent user (e.g., a foreign or 

NA General Partnership v. Comm >, T.C. Memo. 2012-172. 

’’’ PepsiCo Puerto Rico v. Comm 'r, T.C. Memo. 2012-269. 
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U.S. municipality) that historically operated the facility, followed by a lease of the facility back 
(sublease) to the user for continued operation, but for a term shorter than the head lease. Upon 
expiration of the sublease, the user is generally economically compelled, though not for absolute 
certain, to exercise an option to reacquire the facility from the taxpayer. The taxpayer has no 
business interest or acumen in the facility and plays no role in its operation. Rent on the head 
lease is prepaid, funded approximately one fifth by the taxpayer’s equity and four fifths by 
nonrecourse financing taken out by the taxpayer. Aside from a fee retained by the user to enter 
into the transaction, the prepaid rent is set aside in special-purpose (“defeasance”) accounts 
dedicated, via rental payments on the sublease, to servicing the taxpayer’s nonrecourse financing 
and to fund the repurchase option, meaning that the taxpayer’s equity (net of the user’s fee) is 
returned, the loan is repaid, and ownership of the facility reverts to the user. Because rent on the 
head lease is prepaid, giving rise (prior to certain changes in the Code) to an immediate 
deduction for rent (LILO) or a depreciation stream (SILO), there is a timing advantage due to the 
relatively deferred inclusions of rental income (net of interest deductions on the loan) from the 
.sublease. As an economic matter, the tax benefit from this deferral is offset by the user’s fee and 
transaction expenses. 

Courts have consistently denied the tax benefits of SlLOs and LlLOs on substance-over- 
form grounds, more particularly that the taxpayer did not acquire the economic benefits and 
burdens of ownership, and in some cases for lack of economic substance as well.’^ 

The chasm separating Caterpillar’s restructuring from SILO/LILO transactions is 
obvious. Outbound PFRP is central to Caterpillar’s business, there was no use of an indifferent 
financier to accommodate the restructuring, and the restructuring made permanent economic 
changes in the relationships among Caterpillar affiliates. 

Foreign Tax Credit Generators 

“Foreign tax generators” come in many varieties and can be exceedingly complicated.'*’ 
Although there are variations, most generators arc duplicate-benefit financing transactions in 


” BB&T Corp- V. IJmied Stales, 523 F.3d 461 (4th Cir. 200^;A!lna Group, Inc. v. United Slates, 658 F.3d 276 (2d 
Cir. 2011); Weils Fargo & Co. v. United States, 641 F.3d 1319 (Fed. Cir. 2011); Consol. Edison Co. ofN.Y., Inc. 
Subs. V. United Slates, 703 F.3d 1367 (Fed. Cir. 2013);,41FG leasing Trust vr United Slates, 592 F. Supp.2d 953 
(N.D. Ohio 2008); John Hancock Life Insurance Co. (USA) v, Comm'r, 141 T.C. No, 1 (.Aug. 5, 2013). 

Yaron Z, Reich, International Arbitrage Transactions Involving Creditable Taxes, 85 Taxes 53 (2007); Gregory 
May, Getting Realistic A bout International Tax Arbitrage, 85 Taxes 37 (2007). 
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which a U.S. corporation, usually a financial institution (acting either as borrower or lender), 
holds a security issued by a foreign special purpose entity (“SPV”) through which the loan 
proceeds pass and which incurs foreign tax on profits from investment of the loan proceeds 
(usually a loan to an affiliate of the SPV). Securities issued by the SPV arc also owned by a 
foreign counteiparty to the deal, and, with the help of inconsistent classification or ownership of 
the securities by the United States and the foreign counterparty’s home country, the tax incurred 
by the SPV is effectively reversed (w'here the counterparty is the borrower) or is a substitute for 
tax that the counterparty would have incurred in a straightforward loan (w'here it is the lender). 
That being the case, the counteiparty is whiling to bear, through the pricing of the securities and 
various associated deals (e.g.. interest rate and currency swaps), most of the economic burden of 
the tax incurred by the SPV. The U.S. corporation obtains a credit for avoidable tax 
economically home by the counterparty. In these transactions, it can be demonstrated, by- 
comparison to a straightforward loan, how the U.S. corporation and foreign counterparty (and 
usually the counterparty’s home country) all benefit at the expense of the U.S. treasury. In 
result, foreign tax generators are open to attack as a tax shelter in the sense that two parties trade 
disparate tax positions for their mutual after-tax benefit at the expense of the fisc with virtually 
no risk. 

Regulations invalidating credits for taxes incurred in generator transactions were is.sued 
in temporary form in 2008 and finalized in 201 1 The government challenged deals pre-dating 
the regulations in court on .several grounds, including substance-over-fonn and economic 
substance. Several cases have been decided, all but one in favor of the government, mo.stly on 
economic substance grounds,’* 

Similar to the comparison with SILO/LILO transactions, the differences between 
generator transactions and the Caterpillar restructuring arc stark. Nothing in the restructuring 
smacks of a U.S. taxpayer contracting with a tax-indifferent foreign counterparty to their mutual 

T.D. 9416, 2008-2 C.B. 1 142; Treas, Reg. § 1.901-2(e){5)(iv). 

Pritired 1, LLC v. United Stales, 8 1 6 F. Supp. 2d 693 (S.D. Iowa 2011) (economic sub.stance and partnership 
anti-abu.se grounds); Hewlett-Packard Co. v. Comm'r, 103 T.C.M. (CCH) 1736 (2012) (debt-equity grounds, finding 
that HP’s investment in Dutch SPV was debt, destroying its claim to indirect credits); Bank of New York Mellon 
Carp. V. Comm'r, 140 T.C. No. 2 (20 13) (economic substance grounds); Salem Financial, Inc. v. United States, 112 
Fed. Cl. 543 (2013) (economic substance grounds); American Int 'I Group, Inc. v. United Stales, 2013-1 USTC 
50,255 (S.D. NY 2013) (rejected taxpayer’s motion for summary judgment on economic substance grounds). But 
see Santander Holdings US.4, Inc. v. United Stales, 2013-2 USTC Tj 50,564 (D. Mass. 2013) (granting taxpayer’s 
motion for summary' judgment on proft element of economic substance). 
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advantage to deprive the United States of revenue it would have earned in a straightforward 
substitute transaction. 

Structured Partnership Financings 

Subject to the requirement that partnership allocations must have substantial economic 
effect (Section 704(b)), partnerships offer the potential for taxable partners to deflect income to 
tax-indifferent partners and, conversely, for tax-indifferent partners to transfer tax benefits to 
taxable partners. In structured partnership financing transactions, as a general proposition, the 
accommodating partner earns a debt-like return on its contribution to the partnership with very 
little economic risk or upside potential beyond a fixed return. The return is somewhat above 
market where the accommodating partner is tax-indifferent and absorbs income deflected by the 
taxable partner and somewhat below market W'here the accommodating partner is allocated a 
valuable tax benefit deflected by a tax-indifferent partner. 

The first wave of these transactions invalidated by the courts on economic substance 
grounds involved partnerships of U.S. and foreign parties (often banks) where the partnership 
purchased and sold securities with little economic gain or loss and employed peculiar basis 
recovery rules (under the installment method of accounting) to allocate gain to tax-indifferent 
foreign partners followed by an offsetting allocation of loss to taxable partners. 

Next came a series of two lower court decisions in favor of General Electric and two 
reversals by the Court of Appeals involving a partnership among GE and foreign banks.^° GE 
contributed low-basis airplanes to the partnership, and allocations to the banks of rental income 
from the planes and largely offsetting amounts of book depreciation had the effect of temporarily 
shifting gain inherent in the aiiplanes from GE to the foreign banks. The two appellate 
decisions, sounding a blend of sub.stance-over-fomi and economic substance criteria, rested on 
the finding that the lower court erred in rejecting the government’s claim that the foreign banks 
were not bona fide equity partners, 

A recent case in which a Dow Chemical Company affiliate formed a partnership with 
foreign banks reveals a similar pattern.^’ Dow contributed low-basis patents and operating 

See, e.g., ACM Partnership v. Comm'r, 157 F.3d 231 (3d Cir, 1998). Several subsequent cases with similar facts 
were also won by the government. 

W~E, Inc v. United States, 342 F.Supp.2d 94 (D. Conn. 2004); rev d and rem ‘d, 459 F.3d 220 (2d Cir, 
2006); 660 F,Supp.2d 367 (D, Conn. 2009); rev’d, 666 F.3d 836 (2d Cir, 2012). 

Chemtech Royalty’ Associates, LP. v. United States, U.S.T.C. (150,204 (M.D. La, 2013). 

13 


PSI-Caterpil!ar-17.000015 



708 


facilities to the partnership and paid royalties and rents to the partnership in order to retain use of 
the assets. Dow deducted the royalty and rent payments, but partnership royalty income from the 
patents was disproportionately allocated to the banks and partnership rental income from the 
facilities allocated to Dow was sheltered by a special partnership basis adjustment (under Section 
734(b)). Finding that the transaction had no purpose other than tax avoidance, the court 
invalidated the arrangement on economic substance grounds and on the finding that the banks 
were not bona fide equity partners. Finally, a partnership between an arm of the State of New 
.Jersey and Pitney Bowes, where Pitney Bowes earned a low, relatively fixed return on its 
contribution to the partnership but was allocated virtually ail of the partnership’s historic 
rehabilitation credits, was invalidated on the ground that Pitney Bowes was not a bona fide 
equity partner."' 

The gulf between the Caterpillar restructuring and the foregoing structured partnership 
financing arrangements resembles the differences noted above regarding SI1.,0/LIL0 
transactions and foreign tax credit generators. Here too, the Cateipillar restructuring exhibits 
none of the fatal features condemned by the courts. 

Repatriation Strategies 

Strategies to repatriate earnings and profits from controlled foreign corporations without 
imposition of residual U.S, tax failed in tw'o recent cases. In the first, Schering-Plough entered 
into an interest rate swap and sold the receivables leg of the swap to its foreign subsidiary in 
exchange for a lump sum payment, which would effectively be repaid to the subsidiary as 
Schering-Plough made payments on the pay leg of the swap to its counteiparty (a foreign bank), 
which in turn would make payments on the receivables leg to the foreign subsidiary. Had the 
foreign subsidiary simply loaned funds to Schering-Plough, Sehering-Plough would have been 
taxable under Section 956 (investments in U.S. property by a controlled foreign corporation), 
which the structure was designed to avoid, 'fhe lower court treated the transaction as a loan by 
the subsidiary to Schering-Plough on substancc-over-form grounds and also held that the 


"" Historic Boardwalk Hall, LLC v. Comm’r, 694 F.3d 425 (3d Cir. 2012), rev'g. 136 T.C. 1 (201 1), cert denied 
186 L.Ed.2d 192 (2013), 

14 


PSI-Caterpillar-17-OOOai6 



709 


transaction violated the economic substance doctrine. The Court of Appeals affirmed only on 
substancc-ovcr-fomi grounds. 

In the second case, one controlled foreign corporation (A) transferred cash to an 
affiliated, newly fonned controlled foreign corporation (B) in exchange for .stock of the 
transferee (i?), and the transferee (B) then transferred the cash and its own stock to a newly 
formed U.S. sister corporation (C) in exchange for the sister’s stock. The sister (C) then loaned 
the funds to the U.S. parent company (£)). The taxpayer took the position, based on a revenue 
ruling, that B's basis in the C stock was zero and, therefore, B had not made a taxable investment 
in U.S. property under Section 9,S6. The court, employing substance-over-form criteria, 
concluded that transferring the cash from A to D through B and C had no business purpose and. 
consequently, characterized the scries of transactions as a dividend from A to 1)}* 

These attempts at tax-free repatriations were recharacterized because, as the courts 
asses.sed the transactions, they employed complicated arrangements to accomplish through a 
multitude of steps the simple (and taxable) act of paying dividends to the U.S. parent companies. 
There is no such use of numerous transactions in substitution of a simpler, single transaction in 
the Caterpillar restructuring. Indeed, the re.striicturing simplified Caterpillar’s business by 
removing a redundant middleman. 

Application of Principles to Caterpillar Restructuring 

Legislative history of the codification of the economic substance doctrine makes clear 
that the decision to remove Caterpillar from the outbound PFRP supply chain did not violate the 
economic substance doctrine. And case law' interpreting the subslance-over-fonn and economic 
substance doctrines reveals that they are primarily reserved for highly engineered transactions, 
frequently unrelated to the taxpayer’s core business and involving tax-indifferent parties with no 
stake in the outcome other than a fixed return, that Congress w'ould not have countenanced as 
consistent with the purpose of the statutes it enacted — in other words, transactions that most 
impartial tax professionals would concede are tax shelters. 


Scherirg-Piough Carp. v. United States, 651 F.Supp. 219 (D. N.J. 2009). aff'd sub. nom., Merck A' Co,, Inc. v. 
United States, 652 F.3d 475 (3d Cir, 2011), 

Barnes Group. Inc v Comm 'r, T.C, Memo 2013-109. 
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Caterpillar’s restructuring is of an entirely different realm — a sensible business decision 
to remove a redundant middleman between supplier and customer, fully within the text and spirit 
of subpart F, notwithstanding that it deferred some U.S. tax. The inventory accommodation and 
flash title features of Caterpillar’s inventory control system are pragmatic business solutions to 
normal business problems and do not approach w'hat would raise a problem under the case law 
digested above. 

In my professional judgment, it is extremely unlikely that a court adjudicating with 
fidelity to the law presented in this report w'ould find that the restructuring or the countless 
ensuing outbound PFRP transactions offend the doctrines of substance over form or economic 
substance. 


Respectfully submitted, 



.lohn P. Steines, .Ir. 
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proMsitUi siipport earlier staicmenis hv corporate 
aecoiinline ’ 


K ol d 
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siiiUjiJ ihi> Ci'twcrn ;tn c-mphvyee 'he*- iiL-nr fhi - mmi 

''•} ihUlM .ii'iJ nv’KKiv 'vCOM'i'- Iff So Luk ithf'-ul !i ' 


Redacted By The 
Permanent Subcommittee 
on Investigations 
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Friday, 23 September, 201 1 (T1 :21 ;03 PM 
Clerk, U.S. DistricfCourt, ILCD 



DenstH 

St^i!tCKBup.*0£.’CBl9fpiMai 






Siitipci CON‘^iDE-Nri^.L 03P Cc.'Tipfa‘t>i - AfaHinEinf^ Pfaciicti • 

No i' DRAPT 35 tvc; if ' will •;cfnJ UHc Mon<5<3y ii 

} f>C. liZif *K)m yOu tHX :l 


Nancy, •■"■<5 ,•» tonow up id vur gi&CLissjo nSep; fi;h deSe'ni’r-.ing !!\a'. iniS issue snrrt/;\5 ivti ‘n(.'t5.sEiQu;£'-ii! 

Th<s :5 3iso a foiicis»<-up tn nyy TliKcUsslon wiin Jim afkj DeD-'a on Aug Slh. ar.d sne ^nfo I seni irvem dunng 
the eavesdropping mvesligetsDn Ooug Dtjefnetman has inijuialed explifilly at eucn of Iht* fast thr^'y^urv 
Vs'orUj-Wide Busine’ss Manage! rnwjtmgs that If mere ts even a n.-nt of an issue , we should fopoft ii - he 
sjys he hoifls finance {fRJSon!>«! lo a higher sianOanJ D«hfa has ir.tJicaleO that nu! reporimg Uungs car. 
load to NvO'se Lhmijs m hiK future SO eoiDfoyees nave a oi.Vf lo repon Also triis'nrtennh'd rrftnVth'e'OBF 

@ '1 

wensiirt maxes d ctsar that things of ii mucn tesser narure trusn tr.is shooio Oi? roo^jf'.ea >•< 

' r\coe are pienry of otne- v-ceiiihos ty,a? : oehevr support me .'ep-oning of rr.is ssu(? mat i fvove n.,)t copted 
Thftfje ffvenrs -nvotve officers ul irH* com.'van-y M'.VE and P'.VC 


Car ihC Tax PrOv»S‘On 

• Them is opprowmoiaty SfB.gn iho l>aionce sheet representfrvg profs? aHur lax 
gonaralwf from rhe CSAi^L Dnrtu rnituitive This numbef fncffiflses by afsoul 
'j20Q-2irQM year Thrs is the Parts Imtiat-ve and not tne Conuact iji Toil 
Manufacturing (nvolving CSAPi. Gosse-hes anp Gren.-jpta wruch waH a tieparete 
transaci’on 

« !n Jiunu.Hy ?00V, I •'ursod tn.? issue of wfieiher me jxMiC-oi dctciitfw* o4 Economic 
Su!r.*ionre iuv3 9usm?s-V‘PurrK<se ha^e been aoeguatofy aOd'cssert, lo o-Mn Rofim 
Beran and Cixp-ofaJs- acciOunt ng .n wni-ng l ik,' no’ bei'eve the mS!K>nsc! i hov» 
'foe-ved rt» consistent with me uf Cnodacr. Cofp-.*raie P<t«<cy And Pfixe^Juf'es 
tfM3 itroient^xii fO'- hSH petwj to me Compa-hy ana ns s,r»artjrHy!im's Th<yse jucuciai 
dCKrtnnes wi?m esuMiShod dmtodes ago onjj are a pnmaty toi^f usofj hy ludges 
;>fKiudihg the 7tfj Cirttuf Court nf Apfxjals wturh has sevemt op.nions on ilus issue i 
to vend me mx benefits of m-jnsactions l'»ut they bchevo to be iticonsiBteni wdh 
huBUiftSs reiiiifies have no ohof! on aav so-drtv ooemhons of me hiitilness. are nci 
consit.teni w.m me mipni of the uiw. urn abusive, etc Tfvese rtocirmer. stend for the 
prenirse mat i{ is not ervougn to rntuet-, foriaw tr^e tetter of me Uiw 

• The RwC aud-t rruAriua' sraifs trurt a vcuf-d angiysis o1 u>x. -ssues should consicer me 
ludicrn) doktrlntrs of Econornnc Sutrstani'e a-nd Business E‘urt‘n?.e 

'■’**«. Ac-:'-; I •■'■.v- ' s» 

• The uudii manuat aiso states ttxa! you should cxinsidef the scwjtce ut thira peuty 
opinions rogijfdinQ iransactirvns ?o be a-wate of CbhniCts'bf intorgs? PwC wa.s 'iho or a 
pumofy tex consuhani of the Ports Inuitilive, cslobiishirvg tne acounttng ireatmenl and 
auditing me sorne A subsegueni Irnfisnciion regarding likco was done by c&Y, and 
thi? tax manog^rs have conjpiOinetf mm PwC oud-ts oihers woit with much more risjor 
than iher p.vn 

• Tfv* esser^ie cf t-he iS-sue >s that to my knowledge, me parts l-ustness is managed 
from the US yer w« are rur^-mog of' the parts profits mm’-igh 'SwIU'erianii as if the 
busi’n'esi was .managed by CSARL 'hrs dektfs the US 'otv^'.ion on th.-s p-roTi' 
navifK} a csmcn of peoO-ie m Switjertan-d fo-r markeli.x» and other n^;•po,se^ 15 not 


• - Redacted by the Permanent 

Subcommittee on investigations 
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tdnsarrvoi^n; if. manogfri-j inp pans Dus.ne-ss 
] !iavt> if in&e any jr c-uissSe ccnjnoi fr.en'im regarding tnese 

ludicv.i'i tJcclnnss ami fi.'jve not received any resi>onse 

i (luvt! fjShiiiiii aiong 7!n Cifciul Court al Apr^als case-law irtalod pnor to pans 
|p«i',iair.-e) U> Rubif> which I believe at a msnianjni raises auestions such that prudence 
wnuid feouuR there be son>c discussion ! have- not patten any response i inmk it is 
jn irnportani rjnougb issue that son^e aiscuss.£>n ne*ds to occur but no cvve to 

wdni to have any aiscuss'on i have ined to ra;se issues so Davn Surntl and you are 
crwa.'p ul the sumn-.ar,- outcome o< actions (also me suDjOct ol future 
conij>id'ntS; 

Apporomiy tofti-e was an fcfjcny.'Tvaus letter f5'Smg ims sarne or a ssmitar ‘Ssue tne 
2Cr(rD-2LtCi2 trme home that was sent !& jWO -and se-.e-'ai od.cors 
! navo iniormixJ Ctrpo-'aie /<x'i’uniintg ana been lo.a ‘Is fx>! tneir joD and t snouv^ 
'e!i Room 

I tujvr* toki CorfKjrrtte Accounting Ih.-ji f hovt* laid Robin ana itus is an issue that they 

'.fmuHt pay attention to Accounting iiviituhert !hnt because ! bar} trjJd Robin, tney oid 



nnl ra-Sr> !t»e issue -ri meetings with hm. -vv; Ac , -5 f-rx )p 

me t;is! guartHf of 2007 vsre stopped having tne Cuarte-’i’, f m Piovisicm rneetiixjs to 

viisf.uHs me pfovisian *vin tn^ Fun T<i* rnunci! pftor ic dudrte'ty release Tbp 

prvof prci.rtjce was 10 nave i meelsngs per quaner w’tn me fu-; Tax Council ieacing up 
’o me f-narvc'di sistemen! rea;ease Now tticre reo ind./iauat meetings with some o( 
Tav Ct-iunc:! rrw-mbers ‘ am fv> iortger pan of sms prr>:ci>s to my unowiodgc. ! was 
Mi'vfr informed o 1 !ne Change uhlM s asi.ea sorrieone wtvy wn were rio! navmg me 
reyuiijr nieeimgs i asked r,orpvtu\e Accouniirvg why mey c.hohQod tne pracltce ann 
was told thai ihe ss* manaperr, ;>ei:ov»*<7 me meesings were a waste of iirnt* 


wad <» rr.t^*i'rv;\ :Sjii ,a rpi m;>r-u;jQCf jcrid me ihat lf<e Uu nufOflQers dn! not 
believe me meeimgs dnJ not i-.ave n-iem tJviry ju-St tJocughi 4 was «> waste of time when 
we woutd have meetings amd then Rohm Oeran and Jame CopMfiand woutci m^iV.e 
o^^crsK)ns m a subsequent sma'icf n^e«ting 


i vnciw one s gut 'e^pemse -s mive um't lu.- dnvmrng wrong here <•'. C-. 1 l fif this nvugnitudc’’ 
sn mat rwgafcj pJfase cons.der trow osncf events • na-.e rai^-ed to yfju‘ rpienhon >r> 
aad'S-on, rwrj? are a tew other items tnai orovioe some ref'-eebon on th;.^ quosuor, 
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• Ai a Moy 2iXi'' r-iashvaie Corf;4j?(jU? Accounting s'^jico tno! atjr i»!)cy wun 

PwC !S we'iM'V (^0 nC't *.o«.e snylAcny to ino Audi! Cc'nvmtrt4;*-e inai t>olh f79f*»tf?s hnve 
no! agre+ftj on 


1 thet«evt> an ir^cutfy mto l-'i'S 'Ssue ajx'fCKnrsi^te i do not iruiKy iOsh comcjN’iioi This i.s ^-ny w*t 

Qisciisseo it ar>e;KJ of I'nie Assufrw you m'.esli^asfe and t^nd tn^ outs*o<i' cou*’v,:;j rtximos and fVC 
memos ai3Qff?ss wronon^ic svDstanc#? iimi m^yinc-ss pu'T'Oive apc-'o^-naiety Tnrr-. Hovi^vef 'f you 

dssijrno fc4^ tr>« maiTHjni vnere *5 so i<.%ue nere | c>etiBv<.* ■; wouifi pd of sitirvlic-iint concern id C3fc!'T>'fuv 
sharehotdGfs I do not t>etieve mat J oni suppose to too* tm* otrxjt way wt-.er. tn'yopic? say there :s no issut* 
v/dhCKjt providfftn poy credible support O' o^pianution, o? jtihi don’t respond to corjcetns • parlicuiarty tn 
hglit of ati ihp Qtfrt-f situabans wr:- <i»e Oiscossmij t recomrrH'no inu? we request t’te outside council 
!tnerf\os and ^wC nv^rnos to stK? if tfit*/ address tnese judiciat doctrines t oe’icve thus issud raises a host 
of c?;,)ricerrH mat I arn sure come to yiru' mind a/vj whether tfwifr is 0 / ■$ nu^ i)"i 'Ssue nere d tne-ry ore nrj 
rTvefTv;;^ or i'le-y cto ncH aud''«rss these step** vnouid lie td^en to protect !r»e miern^U of 

Catei'pnia'- shorerv^teers arKii to detemv.ne jf tne-'e -s a outy lo dsscjose tn-s issui^ ro r$nyor>e rme Cat i-x 
Soofu of O-irp'Ocxs Audit CDmm.ttee Re-gu! 0 !O'’S etc > 

i fuive a-s«t'n Jofiri Cov:ness to soo*. -niDthis Witn me First, ws would rey<ew ttui; MWE memos wViicP 
John hoc {he is iookinq lor them) ,>niJ requosl tne PwC memos John and 1 tolkenl npout then admessirvj 
rfiis with other miiritigers m ou' F^m Ri'aK Guard Ra^r review con-ung up m October However, this wouhl 
mean that ’his would not be lesOived wrlfte* me Pierise advise ns to whettice you would !Ae kn 

rno lo p^o-ceotJ wMh John in the*: fa^K-or. John .5 HOX awam of th.s or me rrr*er cotnpidinls ! have fned c-' 
/rr-‘ fife • CO 00! DeUeve he h.:*s i 3 ner.“.t to vnesw V.'har ever you decide to .-j.-, a 'esuh of '.h;s CDmp.‘ 3 :m 
■t can C'e do'ie -.n a mannof that Jonn -t, '-^it tobj that * Fie-i .3 romp’a-"* Fhease advise 

Despite a<; tne reass^irancbs from you anc v^u *,now I am vep,- cun‘-r'''ns.”d ul>ou; retalmtion i 

Peiieve mere rite vaiid reasons 'O jUPtity rny concern, wmeh I have raised hrui document^] and wiH 
incorporate into addiiionoi luiure coiTipiamts out believe that havmg inis iKsue addressed is impodum to 

Caterpilin-' ‘marehoideH, Pjeassf, in {j!l ovents and in ^ery way Ros§iplg, <;H? not disefose my idontity 
59 thQ parson nUpfl Lhii comprint P! 5 esfl_dQ_r>pt_tliscioso to a nyon e (olher than Jtm and DeOr^) that I 
n}©0 this compl.gsnt. or any othef infocrria^Qn that mgy narrow the popui^bon of emptpyoes who coo^d 
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have in_§_nyanels_-ni£n<l. ^ 9PP.(Py3i J RoOin and 

oth<>rs , rngy fee efeig JO Asure out is my complaint., arK3 ? ca n‘t he^p l^at, feul few peopfe other than 
you. Jirp, ar>0 De^a,.!f any^ shouid have s '’neod'lP:*iD.Ow’‘. 
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Reiuin Receipt 

CON^OE^*T';,«i. 09^ - /Vrxo.. 

t-o'va !**?• Mor''.J3'> ' Jo Oil? yo-- 

Kisf’-'v i. 


Page 5 of 27 


th> - 
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Relurn F^.eceip! 

' ■ ‘.(itnc-v u S'lGSva'.'r, OA. Cil’L’tpiFl.i? 

iiv- I2-.H}*!,’ 43 jO pm 


Page 6 of 27 
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Friday. 23 September, 2011 01:21:04 PM 
Cierk, U,S, District Court. tLCD 



C- Hus message ha-s tit-en repj®d lO 


Dan 'hcl ‘ j wii^ D.ivf> a.-ssi LChveit on i O'HrA gei a crtaric*? :c> 't-c«nnc>n ij :ii yoi. T 

i:'s covR'Cv R-iicr^siver, -n sne -i memoi jnc’y prvpofe^ including sssoes le'ated !.o !rii» convefnior. 
D-fUisns i can ’lave Lowi?ii d'‘.cu,'jS rnpK ic-vn?'« p'fx'?>ss win yoii <f you wanl !5iii U’le issurs fjn jhis wRfcT 
vs-oil considvfRil 

Rob'.n 


UvronmlJ-cat corn 'iOV -1-178 

Every l?r3nB,a;,lH'jn nas ej-« 

D<jn..ei SvM'CKiiub 
O'-g na: Wei>s,aqr- • 


rear. 

Sent 

7.0 ■: 

Scb:)»-t 

E:0 kfifepa saying m Pis e.'TWjii*> mai 'Tbe p-wsenUMion siioutd rovc-f l^r- njos,? im^iCHiant )'a* nsks " 
he ur.ae'!itar»d CSAPi. ana it’s -'^‘atec? 

D;a MV^E 0.’ PwC tfir suDsuirvce w Jorn- 

I rune ?o sssimw* Mie an.sv«-' >s 'na* '.'net- Ihts would lu? easy so vt>rUy> <in«i no one hc.s nn'iwy?n.M tho 
quoiSion lo-sSalt* 



Oamos 

Schljcksup/OE/CaiocpiUor 

03 US 


aut>>n D BvMrvdfvC<'‘i«Jn'i!jjr 

SuOfC'n AvKjil Co«nm fr>4W.!m;^ 




Robin. Of^fc ;r, a 0*?^ hie Bfsf sn.np to (Jo le so gos -■! to Dave tcnmffow Thaf way -f r^o wanSs a rruH-i iiq 
we Have !i!T>e so nave onr r-*!.., w'la? : JoicS Ei! Scon wtven tm ns-iw sodtix' ajso i nave lo oim a 
sum'T,afy i-J !he ae srvon He gess me ?ne fofnjni D^y run :si oo ,''ss Youi nores o'e on 

you? fjes*. 

ivissacfjmen! *03 S t)06 Api /PUH AuJo Co.'«»?n Pres ppl' tlOi’eSod tiy Dante' Sthiti.'k’iuu OE Ca!e'‘[.>‘iK-sr* 

On toe new 'u rir^ ?•;?',», mo^utgemon? i oon’r know how BRM f'!ti -nso it at, BP‘.^ .s as a v*’:> OiQfs leve! 
l>,3i She isLx;! 'S m t.oetf- ii$ renjueaird 
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1:09^CV-01208^MMM-BGC # 120-257 ftfgfoWMemorandum 

CATERPILLAr 

Facility Adniinisiration Building Piant/'Offics Department Attention 

Sate May L 2008 : I ~~ T"^ 

Piant/Office Adminisiraiion Building ; i 

Department Exsciilive Office 

Anention Doug Obcrheiman, Group President 

Ed Rapp. Group President 

"Daniel J. Schlicksup personnel foider’y Human Resources 

Caterpillar Inc. Code of Conduct 

Ex ecliiive Svmmarx’ 


Doug stated in the last three World-Wide Finance Manager .Meetings that if anyone detects a hint of an ethical 
issue we should report it and he holds finance pccsonnel to an even higher stantiard. This year Ed and Gene 
Fife spoke about the importance of iniegriiy also. Gene also discu.ssed the importance of the Board being able 
to trust what they are told, .lim Owens closed the meeting stating he doesn't understand w'hy other companies 
have integrity lapses that should have been known earlier. He said he couldn't imagine this happening at Cat 
and he sleeps well. He said we should have the highest integrity, always. He said that questions about 
integrity should be put on the table right away and we s'nouid not be afraid to do that. 

The facts and issues below speak directly to your. Genc'.s and JinT.s comments. I believe these facts are 
important to you, the tioard. and Caterpillar Shareholders. 

The lynchpin of a corporate ethics program is the willingness of people to report the appearance of 
improprieties, You and the Board cannot .manage risk you do not know about, panicularly ethical risk, 1 have 
observed conduct that appears contrary to Company Policy and in some casc.s applicable law. 1 complied with 
Company Policy and reported several situations. There arc many others.' ,As a result, 1 have experienced 
threats, intimidation, and retaliation, particularly from Dave Bu.'rilt. 

Dave Burritt told me that if I reported any ethical issues neither Doug nor the Board would do an^ahing. and i 
would be “toast’k’ Dave cited a significant financial statement issue he claimed w'as quietly dealt with 
recently as evidence that both Doug and the Board would do nothing. Dave lured me to a private meeting 
under false pretenses in which he made it clear he had begun to and would continue To, retaliate." He said he 
was very concerned about my "approach" and had already talked to other Officers and .Succession Planning 
about me.*^ i believe un.sub,stantiaied language in my current perform;ince re\’iew is a continuation of this 
retaliation. 

In my current review Robin Beran told me that filing ethical complaints has made hi.s and Dave Burritt's lives 
difficult, and he asked me if there were not better aiiernative.s such as w'orking through Robin and Dave, I am 
being told my sense of integrity is misguided. 1 am being told my “approach" is problematic which is exactly 
v'hat Dave Burriit loid me when the threats and intimidation began more than 1 8 months ago.' 


1 - general accounting preciices. lax accounting practices, PwC independence issues, earnings issues. Board reporxing i.ssues. 
structured finance, eic. 

2 - see .Attachment 1 1 - email to Dave Burritt dated September 28, 2CK).S at 04;53p:n 
.■> - see AUachmeni 21 - email to Dave Burritt dated November 15, 2006 

4 - see Attachment 3.5 - email to hrn Buda dated .August 14, 2007 uith attached memo (p. 6 of 9) 

.5 - see .AUachment I i - email from Dave Burritt dated September 2S. 2005 at 05;21piri 
CaiGSJiiSarfcfmND. 01-08G505-06PC(2'5C2!MSVvo-:eS7 1 Of I 5 
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Mv current review includes negative siatemcnis about me with no facts to suppon. the allegations. Nor svas 
there, any interim notice ihat there were any allegations. ! have worked for Robin and Dave for many years 
with excellent ratings and all positive comments in the past. ]t is only after reporting Robin and Dave for 
ethical violations that were acted upon that the allegations appeared. 

I requested supporting facts fTom Robin Beran on February 26, 2007. Robin told me that he has requested and 
received supporting facts at least once, but has not articuiated any facts to-date. Robin and I worked through 2 
d.-afts of the review fro.m February 25‘" to March 6"'. I did not hear back from him for 35 days. 

On .April 1 Robin Beran presented me with a newly rewritten review document. Robin could not answ-er 
questions about some of the wording because these "’were not his word.s''. I again asked Robin for facts to 
substantiate the negative statements, but he did not have any. 

I was invited to a meeting on April 17"' w'ith HR and Robin, i was told to either sign the new performance 
review' or they would sign it and submit it w'ithout me. I felt pressured to sign it on the spot, but did not. 
Robin and HR told me that they and Legal Jointly authored and/or edited the new' document. 

in the new' document in)' proficiency ratings for competencies were significantly reduced from what Robin had 
previously agreed to 35 dates earlier.^ It appears that if I had not pensisted in requesting facts to substantiate the 
negative statements, Legal and HR W'oultl not have been involved and these ratings would not have been 
reduced. These new raiing.s are significaniiy lower than the prior two years and even lower still than the ;> 
years 1 reported directly to Dave Bu.'-ritt,'^ 

Robin indicated that 1 received a good rating (Pi-2) and should be happy. No rating can justify unsubstantiated 
negative statements that appear to echo prior cornments ofDavc Burritt that w'cre threatening, intimidating and 
retaliatory, and in response to my raising ethical issue.s in accordance wdth Company Policy. 

1 asked for a few days to review' the new document and to suggest some aiternaiive language in a half dozen 
sentences, I believe this wms fair since Robin. HR and Legal took 35 days to draft the document. Robin and 
HR told me “no’* I could not do this. The only reason given was that the review wa,s late and they track late 
paper. 

On April 18'^ Robin and HR signed and submitted the perfortnance review. They told me to file my comments 
with HR within 30 days. They never answered simple questions such as why the negative statements were 
included in the review wilhcui the specifc.s required by GF«icSSD Performance Review In.siTuctions,'* Neither 
Robin nor HR w'ouid articulate an appeal process. In.stcad. 1 was told Legal and Corporate HR had “already” 
been involved. 

I.S what Dave Bumilt told me true? 

• You cannot and should not raise ethical issues at Caterpillar? 

• Neither Doug nor the Board will do ariNlhing if you raise an issue? 

• If you raise any ethical issue.s you will be “toast"? 

Based on my experience thus far. the retaliatory pan appears to be correct. However, it also appears that 
neither you nor the Board may be aware of some critical facts and risks. 

1 have found the proce.ss for handling ethical complaints to be incomplete, subjective, unclear and 
cumbersome, the practical effect.s of w'hicb are to discourage individuals from coming forward, to protect those 
who act improperiy, and lo disenfranchise those who follow Company Policy. The Office of Business 


6 - see Atiachment 6 1 - Summan' of Competency ratings from Beran and Burriru including previous crafts of 2007 review. 

7 - see Attachrneni 6! - Summar)' of Competency ratings from Beran and Burdti. including previous drafts of 2007 review, 

S - see .^iCtachment 60 - Global Finance Sumtegic Support Division's Performance Summary Document Checklist For Leaders 
Caiarpilla.' Form N'o.Cl-0a05a>0SFC!2i02) VS Wert! S? ' ' ' 7 of 1 " L 
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J ia9-^Ther<n?S8 MM 


mr process ;or appeaiin 


ere not handled ccrrectiN'. 


'Ine followins is a summarv of facis with documentation required lo understand issues important lo you, the 
Board and Caterpillar Shareholders and, therefore, my position regarding my review.''^ ] will forward this 
memo and documentation to MR to be included in my personnel history folder as i was instructed to do. I will 
forward this lo Human Resource after we discuss it. Alice Barbour requested it, but indicated she wd! show 
this 10 Robin Reran and he will definitely show it to Dave Burriu, both of which would be inappropriate, 1 do 
not understand why S was not allowed a few e.xtra days to respond. 

if vau believe this is intended to be harassing, based on personal opinion only, or i.s otherwise trivial, please let 
me know immediatelv. Mv empiovee record, leadership testing and actual re.sulis, upv\'ard and peer leecback, 
and einplovce survey results at CaterDiliar are all very good and in most cases ex-cellent. I would .simply like to 
be treated consistent with written Compan) Policy and have accurate reviews substantiated by facts. 


I would like to discuss this at your e.ariie.st convenience. Please let me know how you would like to proceed. 
Thank you in advance. 


With respect and deference, 

Daniel J. Schiicksup 


9 - see Auachmeal iS -- emai! from Kanev Snowden daied .Apnl 3. 200S 

10 - There is approximately 120 pages of documentaiion that could nor be sent by email I have forwiirdec ihis by inier-co! 
mail. The compiete docurr.snlaiion is much more exicnsn-c. 
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Summary- 


Is sue- i . page 3 

Appearance of improper reporting to Uie Executive Office 
Appearance of improper reporting to the Board 
Appearance of improper public staiemenL': 

Appearance of Group President rciaiiation 
Appearance of Sarbaries-Oxley vioiations 


l5Sue-2 , page 4 

Appearance of improper reponing to the Audit Committee 
Appearance of improper reponing in the pubiic proxy 
Appearance ofthreais and iniimidaiion by the Chief Financial Officer 
Appearance of intimidation by PwC 

Appearance of improper reporting to the PwC National OfEce 
Appearance of Sarhanes-Oxiey vioiations 


Nsue-3 . page 6 

Given advice from ihe icgal department to engage in conduct that was dishonest & illegal 


Is.sii e-4. page 7 

Appearance of improper income and expense reported on the financial statements 

Appearance of retaliation by the Chief Financial Officer and Assistant Treasurer 

Appearance of poor judgmcnl 

Appearance of wasting cor^^orate assets 

Appearance of possible fraud 

Appearance of Sarbanes-Oxiey violations 


lssue-5 . page !0 

Appearance of poorjudgmem 
Appearance of a wasting of corporate assets 
Appearance of possible fraud 
Appearance of Sarbanes-Oxley vioiations 


lssue-6. page 1 1 

Appearance of poor Judgment 

Appearance of rciaiiation by the Chief Financial Officer 
Appearance of Sarbanes-Oxiey violations 


I ssue-? , page 1 1 

Appearance of continued retaliation b}- the Chief Financial Officer and Assistant Treasurer 
Appearance of Sarbanes-Oxley violations 
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ISSUE - i 


November 2003 : I was lojd lo go to Cat Logistics to help with cost problems, Steve VViinning told me he was 
pricing contracts bekw cost and. therefore, needed to reduce operating costs. 


Sorini? 2004 : While analyzing financial data irorn 1995 to 2003. it appeared to me that the fmancia! data for 
the "'externa} logistics business” contradicted what was being presented lo the Executive Office, the Board, and 
Shareholders. For example: 

• June 2003 Executive Office Review states the "externa! logistics bu-sincs-s” has a profitable track- 
record and "Cal Logisiic.s” is an outstanding investment. '* 

Contemporaneous i.ntcrnal documents stale the "externa! logistics business" profit decreased from 
a S61M profit in 2001 to a STM loss in 2003. ' ' An outside consulting report states that post- 
investment anaiy.se.s show consistent under performance by the "externai iogi.stics business" 
against projected ROI targets by over Si23M, and that margins have eroded over lime and the 
trend is continuing.’’ 

• hebruary 2004 operations report to the Board siate.s "Cat Logislic.s” is expected to grow profitably 
at 1 5% annually and poieniia! business revenue in the pipeline supports revenue targets,'^ 

Contemporaneous interna! documents stale a trend of decreasing profits for the “external logistics 
business" to a loss situation. An external consulting report states if the “external logi,stic.s 
busines,?" signed every deal they had in the pipeline they would siil! be $.500M below revenue 
targets, 

• June 2003 Executive Office Review state.s “Cat Logistics” is an outstanding investment, and we 
should increa.se the visibility of the “logi.stics business” in external financial reponing.’^ Pres.s 
releases, annua! reports, etc. ail pul fonh an increasingly positive image of the “logistics business” 
and notably the “external logistics business"."^ 

1 a.sk'ed Bob Sweikert, then CFO of Cal Logistics, if Jim Owens was aware of the actual data.^’ Bob told me 
be did not have time to address this. Talking about the financial problems I was asked to resolve was not 
encouraged. 

Dece mb er 2004 : Dave Burritt told me that Mary Bell v\'as trying to move me out of Logi.siics. unknown to me. 
1 accepted a newly created job Dave Burritt offered me in Corporate Tax in March 2005. Later in 2005 an 
attorney from Cat [.ogistics told me he heard 1 was moved out of Logistics because i was talking about the 
profitability problems of the externa! logistics business. 

April 2005 : I asked Robin Beran why 1 did no: get a lateral move increase. Robin said he understood that it 
was a mandate from Steve Wunning that I \va.s nm to get a lateral increase." I told Dave Burritt. He wouldn't 


! 1 - see Aciachnvent 1 - June Cat Logi.siics Executive Office Review 

12 - see AUachmeni 3 - December 2003 Steve Wunning staff meeting 

13 • .see Attachment 4 - February 2004 Mary Be!) staff meeting 

!4 - see Attachment 6 - Mar.x Consuhir.c repo.n on "Cai Logistics Update''. Prior to 2002 the external iogistic.s business had one 
client providing 20®/& of the revenue- and S0% of the profit, which skewed the profitability potential of this business, Docurncntaiion 
is available upon request, 

i 5 - .see .Atvachmeni 2 -• Februa.^ 2004 Cat Logistics Operating Comments for the Board 

1 6 - see .Anachment 3 - December 20Q3 Steve Wunning staff meeting 

17 - see AbLachment 4 - February 2004 Mary BeiS staff meeting 

18 • see Attachment 6 — Mar.\ C<)n.su!iing rcoon on "Cat Logistics Update" 

19 - see Auach.ment 1 - June 20G3 Cat Logistics Executive Office Review 

20 - Documentation is significant and car. be provided upon request 

21 - see Attachment 7 - emai! to Bob Sweikert dated September 23, 2004 

22 - see Attachment S - Personne; Change Form dated Vtarch 14, 2005 
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sav who «§f^ev^ increase for mi 

Robin addressed ihc fact that Steve Wunnina did this. 


Neither Dave nor 


-Apri l 2005 : I reponed my concerns about the cxiemai ioaistics bu.siness lo Dave Burritt as required bv 
Company Policy,"^ 

July 2QQ5 : I suggested to Dave Burritt that we go to Doug Oberhelman."'’ 

September 2005 : Dave Burrin told me if I pursued reporting this issue that Doug Oberhelman, Jim Owens and 
the Board wouid not do anything and I would be ‘toast’' for having reponed it to either the OBP or Douh 
Oberhelman." Dave toid me about a significant past financial statement issue that wa.s not addres.sed by 
Management. PwC or the existing Board, as an example of the futility of reporting anything. When I asked to 
talk again he told me he now' had concern about my “approach", The mes.sage was back off be quiet, or else, 

November 2005 : 1 received a pointed voice mail from Dave telling me to stop sending him emails on this 
issue."' 


November 20Q5 : { became concerned that this issue may constitute inside information. I raised the issue to 
Dave Burritt and he was not concerned, but it appeared he had already traded Company stock. 1 reponed this 
issue to the OBP who, with Legal, assured me that it •wa.'i “ok’‘ for me to sell Cat stock. I do not believe the 
issue of proper reporting to the Executive Office and the Board, or the denial of my lateral increase, was 
addre-ssed. 


ISSUE - 2 


October 2Q0 5: I w'as asked by Jim Bowers of FwC to include about .'i)l -2M of audit fees in the “Tax 
Consulting’’ category in the December 2005 report to the Audit Commiriee, There was .significani pres.sure 
from the Audit Committee at this lime that INvC “Audit” fees were loo high, panicuiariy from John Dillon, 

I asked Jim what activities generated the fees. Jim toid me the fee.? were for PwC activity to review tax 
consulting done by Ernst &. Young to be .sure the lax benefits were correctly'' stated on the financial statements 
as part of the PtvC audit of the Caterpillar financial statements. ,Iim agreed that the only role of PwC personnel 
was as the auditor of the fnanciai statements. Jim agreed thai “bul-fov the fact that PwC was Cal’s auditor, 
these fees would not have been incurred”. 

] toid Jim to include these fees in the "Audit” caicgory and explain the- average to the Audit Committee. 1 told 
.lim that it was much belter to have lo explain an overage to the Audit Committee, however painful that might 
be, than to be found later to have misled them, panicuiariy since the level of “Audit” fee.s wa.s an issue, 

December 200 5 : Pw'C and Internal Audit included the fee.$ under the heading of “Tax Consulting” for the 
December 2005 Audit Commiuee meeting. Tite total amount was broken into smaller amounts."^ Jim Bowers 
from PwC told me that Internal .Audit requested the fees not be characicri7.eci as “.Audit”. Sieve Christiansen of 
internal Audit told me that PwC requested the fees not be characterized a-S “.Audit”. 

Jai i ua r v 2006 : 1 raised the issue that the December 2005 report to the Audit Committee, was wTons. as required 
by Company Policy. V>’e had a meeting. Sharad .lain said that, bccau,se the fees were incurred during the year 
as opposed to the end of the year, they were not ".Audit” fees. 1 toid him that the character of the work 


23 - see Attac.hme.'U 9 - eir.aii to Dave Burrilt dated .April 28, 2005 

24 - see .Attach, -nent 1 0 -- email :o Dave Burriii dated July 22. 2005 

25 - .see Atrachment 1 1 - email !0 Dave Bumtl dared September 28, 2005 at 04:53pm. 

26 - sec Atrachmenl 1 !)avs Burritt dated Sepiember 28, 2005 al05;2Ipm. 

27 - taps of voice mail messasc Irorr. Dave Burri” daied November 16, 2005 available if requested. 

2? - see .Attachrr.eni 1 1 "7 ^ " Dave Burritl daied September 28, 2005 at 04;53pm. 

29 - see .Auachment 1: ,'c Burritt dated January 20.2006 
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deiermines 

were “Audii:" fees. He did no* resnond. 


w?,aK9ear!<Ptfif.r5Aa 


:s pieni}' of evidenc 


Sharad then said that it wouid be more conservative to characterize these fees as "Audii Related", not '■Audiff 
since the PCAOB was concerned about audit firms performing non-audit work for audit ciients, 1 told him that 
whiie this sounded reasonable there was plenty of documentation showing that this was audit work and, 
therefore, these svere audit fees. He did not respond. 


Januan' 2006 : I informed Dave Burritt and Robin Reran as required by Company Po!ic\ 

April 2006 : .After resisting any change for 5 months, it appears PwC and Internal Audit reciassified the fees 
from 'Tax Consulting’' to “Audit Related’' for the April 2006 Audit Committee meeting.” 1 believed this to be 
incorrect since based on the facts and internal documentation these were “.Audif' fees. 1 continued to maintain 
that there w'as no factual ba.sis for including these fees in the 'bAudii Related” category. 


July 2Q Q6: 1 brought this issue up to Dave Burritt again and told him people were no’ happy with me for 
raising ii, that it would likely be glossed over in a meeting scheduled for the next day. and asked (or hi-S 
advice.''' The next day when this issue was raised. Sharad Jain .said, “Why are we discussing thi.s is.sue again? 
1 don’t know why it keeps coming up?” I did not say anvlhing in this meeting. Later that day Dave Burritt 
sent me an email presuming my silence in the meeting was my agreement the issue wa.s re.solved.^'’ 1 
re.sponded to Dave telling him there .siili was an is.sue and why;" 

September 2006 : 1 raised the issue again to Dave Burritt and suggested tliat he simply request PwC time 
keeping rccord.s that have an activity code and a charge code that would rc.solvc the mater, Dave responded 
with a threatening email implying that 1 wa.': working behind peoples’ backs, would not .speak up in meetings, 
and that “we needed to talk”.^^’ I responded telling Dave his accusations were unfair and why, and again 
.suggested he merely get the f-’w'C billing records to resolve ihc issue.’’ 

N o ve mb er 2006 : I sent Dave an email fully documenting the facts including an invoice for some of the fee.s in 
que-Slion signed by Robin Beran with Robin'.s note that ’This is financial audit, not tax service.s”.'’''' 

Nov e m b e r 2006 : I was invited to a meeting in Dave Burritf s office entitled “STIP". 1 was not integrally 
involved with the “Short .Term Incentive Piaif. i confirmed the need to attend the meeting and was told b)' 
Dave’s assi.stant that “yes” 1 had to attend.''’ 1 kne\'> there had already been several meetings the week before 
on STIP and there was another meeting later that day. 

When 1 entered Dave’s office his assi.stant closed (ho door behind me. which had never happened 
before. Dave's body language and the tone of his voice were very threatening and intimidating. 

He said: 


• He could not believe 1 .sent him the information documenting the Pw'C fee issue. 

• Becau.se I sent him wminen documentation, now he would have to do something. 

• He wouid have to get an outside investigator. 

■ The PwC issue was like the logi.siics issue that was also inappropriate lo rai.se. 

• He couldn’t believe I \va.s wasting my time on this. 

• What is the big deal about the classification of fees to the Board. 


bO - scf .Mlachme,^I ]'l- email ic Dave Bu.Titi dated January 20.2006 
3 ! - see Auachmenr 63- spreadsheet from iniernai Audit 

32 - see AUachmen: 13 - email to Dave Burriu caieci July 24. 2006 

33 - .see Atlachnicnl 1 4 -- email froni Dave BurriU dated Juiv 25. 2006 

34 - see Attachment 15 - emai; to Dave Burriu dated Juiv 26. 2006 

35 - .see .Attachment 16 - email to Dave Burriu dated September 29. 2006 

.36 ' sec Attachment 1 7 ~ c.mail from Dave Burritt dated Sepicmber 29. 2006 

37 - see Attachment i 8 - email to Dave Burrin dated October 3. 2006 

38 - sec Attachment 19 - email to Dave Burriu dated NovembeT 3, 2006 and attached invoice dated October 25, 2005 

39 ' see Attach, Tient 20 - email; to & from Marilyn Husort dated November 13. 2006 
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• This was poor judgmeru to send him this information. 

• 1 should have resolved this without brin-iinc him into it 


Dave then told me that he had been talking to other Officers and Succession Planning, and that 
people have a hard time working with me and 1 have a problematic history. He said 1 should be 
aware that his direct repons were beginning to complain about me that 1 was hard to get along 
with- He said he thought ] should be avy'are of ibis and he was just ''coaching’’ me regarding rn}' 
career. 


] had very iinle. ifatry, coniact with Dave's direct reports. ! asked him for names and examples. The 
only example he had was that it annoyed him when I multi-tasked in large meetings using my 
computer, 1 was ver}' upscl after this meeiing and responded to Dave telling him that his ’behavior w'as 
iniimidaiing and 1 should not be retaliated again.st for following Company Poiicv'.^^ 


December 2006 : I received an email from Dave Burriti slating that the iniimidaiing meeting was just a 
misunderstanding and indicating that Sharad Jain sent a letter to the PwC National Office asking for a 
determination as to whether these fees were “Audit" or “Audit Reiated".’'' The determination letter came back 
staling the fees w'crc “Audit Related".'" 


December 2006 : i brought this to the attention of the GBP and was told that the determination letter was a 
final resolution of the issue. I explained that the determination letter is wholly dependent upon the facts 
presented by Sharad Jain. 1 asked the OBP why the facts provided by Sharad to the PwC National Office did 
not include the PwC invoice for this work upon which the Caterpillar Tax Director had written a note stating 
'This is financial audit, not tax .services", or other internal Caterpillar dticuments indicating these were ''audit’* 
services, or the PwC billing records, etc. 1 asked how this could be an ohjcctive review, I have not received an 
answer ro these questions. 1 was told that this issue is closed and there is no avenue for appeal. 


ISS UE -3 


Ma v 2007 : On a Friday morning 1 sold 99.38 shares of Caierpiliar stock through the Cal broker, Later that day 
I realized I .sold loo many shares and would not meet iny share ownership requirements. On the following 
Monday I called the Cat broker to purchase 5400 shares. 

The broker said he could “rescind" the .sale u.sing the brokerage companj'N “error" account. This would mean 
that the broker and I would pretend that I did not sell .3400 shares the previous Friday and the broker would 
is.sue relevant documentation .showing a sale of only 6558 shares. This would avoid the payment of income tax 
on the .sale of 3400 shares, The broker made it sound like he had done this before for others at Cat, 

I asked Legal for advice, f was told to rescind the sale as the broker suggested to avoid a negative appearance 
for the company, I ignored this advice because I believe what Legal advi.sed me to do is tax fraud and would 
be akin to back-dating-srock-opiions,’'’’ 1 explained my rationale to the l.egai''^ and never heard back, except 
for them to say I should inform my supcrvi.sor, Robin Beran. 

Robin at first tried to tell me the advice from Legal was ok from a tax point of view,'''’ He recanted when 1 
challenged his tax analysis . I told Robin that if this is being done at Cat, it .should .stop immediately. 


40 - see ,A,rtachmen; 21 - email lo Dave Surrin dated November 15. 2006 

4 1 - see .A.tiach.ment 22 - email fro.m Dave Burriu dated December 4. 2006 

42 • see .Atcachmenl 23 - memo from PwC National Office dated November 17. 2006 

43 - see .A.uachment 24 - email from Babaiunde .'vwordian dated May ?, 2007 

44 - see A.tiachmen.t 2.5 - email to Robin Beran dated May 7, 2007 

45 - see .Attachmen! 26 - emai! to Babaionde .Awordian dated May 8, 2007 

46 - see Attachment 27 - email from Robin Beran dated May 8. 2007 

47 - see .Attachment 28 - emaii to Robin Beran dated May 9. 2007 
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! reponed this to the OBF'’’'' as required by Compan}' Policy, indicating that if this advice is being given to 
others at Caterpillar (employees. Officers. Board members) by either Legal or the Cal broker, then this should 
sK?p. 1 suggested that lisey find out if that is the case so they could have people file correct 2007 tax returns 
and amend prior year tax returns to avoid the apparent fraud. 

f was told in a meeting with the OBP that such a rescis.sior. was ok because they called their personal broker 
who .said this practice is cornrrion in the industry, called ‘‘busting the deaFc and it's ok. I believe it is fraud. I 
told the OBP Cat should not advocated this practice and they .should get an independent legal opinion.^"'' 


ISSUE 

.lu!v 2007 : I reported tlic eavesdropping event involving Dave Burriri and Robin Seran as required by 
Company Policy. There was a lot of discussion among my colleagues and \ about the certain retaliation that 
would occur if we reponed this incident. I followed Company Policy. My 6 colleagues chose not to. Recently 
! asked Robin if he addressed my colleagues' failure to compis' w'ith Company Policy in their performance 
review's. He said no. 

During the eavesdropping incident I told Debra Kuper in i.cgal that I had several other is.sues to repon 
including past retaliation. ■''* She toid me to report the other issue.s lo the Outside Counsel investigating the 
eavesdropping and they would addre.s.s them.'^' The Outside Counsel ran out of time while interviewing me 
and did not discus.s these additional issues.^' 1 forw'arded a summary and detailed documentaiion of these 
issues to Debra who indicated she w-'ould pass it on to Oui.sidc Coun.sei who would address them.'’’’* I do not 
know if she in fact did this. 


August 2007 : I met with Jim Buda and Debra Kuper to folUnv-up on these oilier issues because they w'ere not 
addressed by Outside Counsel. I .sent them the summary of these issues prior to the meeting.'^ Jim stated that 
what 1 was trying to say was that this w-as a hi.story or pattern of retaliation. Jim said that Legal would not 
follow-up on lhe.se issues and that I would have to Hie separate compiainis with the OBP. Jim knew many 
is.sues involved Dave Burrirt and the OBP would recuse itself because it reports to Dave Burriit, and send the 
issues right back to Legal, These* other issuc.s included the following, 

(1) Accoumina Practices : Thi.s i.s the issue Dave Burriit told me about in 2005 as 
an example why Doug and the Board would not act on reported ethical issues. 

It appears an asset w-as put on the book.s and profit recorded in the I970's with no 
basis for doing so. Increases and decreases v^ere made to this asset o\'er more 
than two decades. Dave indicated to me they ‘•quietly" amortized this asset 
balance off the books around 2003-4 time fr.ame. Several Tax .Managers referred 
to this as “Mickey Mouse .-\ccQuiuing". 


I filed a complaint with Legal and the OBP on August 8. 2007’*, as required by 
Company Policy. 1 was told that this would not be investigated. The OBP said 
they talked with Janie Copeland who was not working at Cat when this happened. 
The OBP said this is-sue wa.s iu.si a difference of opinion and the Board thought Ai 
Hagen, who reponed it, was wTOng. The OBP said this issue svas amonized off 


4 8 - sec Auachrneiit 29 - cmai: to Robin Beran daied May 9. 2007 

49 - se.e Auachincni .^0 - emaii lo Nancy Snowden dated May 8. 2007 

50 - see Attachment 3 1 c.mait to Nancy Snowden dated May 14, 2007 

51 - see .'Xtlachmeni 32 - email to Debra Kuoer dated July !0. 2007 at 04:39Dtn 

52 - see .Attachment 3.2 - email lo Debra Ruper dated July 10. 200? at 04-.4Spm 

53 - see .Attachment 33 - emaii to Debra Jvupcr dated July 17. 2007 
-S4 • see Attachment 34 - email to Debra Kuper dated July 19. 2007 

55 - see Attachment .35 - email to Jim Buda dated August 14, 2007 with attached memo 

56 - see Attachraenl 36 - email to Nancy Snowden. Debra Kuper &. Jim Buda dated August 8, 2007 
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the books betore Saroanes-UKicy was erre 


Page 13 of 50 
itive and there is notnms we 


now anN'wav as the unsnbscaniiaied assets were already amonszed 


would do 
back into 


expense. 


I asked why they did not talk to A! Hagen who still works in the Tax Department 
and is intimately familiar with this issue. I received no response. I asked if the 
‘‘current’' Board knew there was an issue. I received no response. 


(2) Bv Pa.ssing Stand ar d Accounting Controls To Pav Fe-es to PwC : In 199S/9, I 
told a staff not tn pay PwC because there had been no results yet iTom a large 
project. Two months later the staff W'orked with PwC to return a SIM invoice to 
PwC, w'ho then issued a SIM credit memo and two new invoices for SoOOK each. 
The staff then had these smaller invoices paid without my approval. 


I reported thi.s to Dave Biirritt and Robin Bcran as required by Company Policy. 
Nothing substantive was done. Robin w'anled to reconsider the whole situation 
and thought that I had made too much of it by reporting it.^ ' I le told me we had 
to gel the staff lo stay ai Cal. The staff was a friend of Robin. 

The .staffiefi Cat and went lo work for the PwC Office to whom the money was 
paid. He .siiii w'orks on Cat issues. I had to throw a parry for him before he left. 

This staff always maintained he never did anything be wasn’t supposed to do, I 
never understood why he would say this until I was in a meeting with Rod Perkins 
on July 8, 2007, and he told me iliai Robin Beran was behind this whole event. It 
appears that Dave Burritt was also. Ifave was very upset when I raised thi.s issue 
with him in the discussions about proper characterization of PwC fees lo the 
Audit Committee (discussed above) and paying PwC based on unsupported 
invoices (discussed below). 

i wa.s .subsequently forced to leave the Tax Department. Robin Bcran told me that 
the only job for me was in Nashville and that he had already confirmed this with 
Succession Planning and others - ihe.'-t would be no other job for me at 
Cater}3illar. i believe this was in retaliation for reporting the invoicing issue that 
precipitated Robin’s friend leaving the Company. Dave Burritt was aware of all 
this. 

! filed a complaint with Legal and the C>BP on .August 8, 2007,^^ just after I 
learned from Rod Perkins that Robin Beran was behind this event and as required 
by Company Policy. The complaint included all the documentation necessary to 
investigate this is.sue (invoices, journal entris.s. etc.). The GBP kept asking me 
questions about Dave and Robin's motives, and how the OBP could investigate 
something that happened 8 years earlier?'^ The legal deparlmeni told me they 
would not inve.stigaie this issue due to the passage of time.'^'"' 

My question to the OBP and Legal was hovv can you not investigate w'hat appears 
10 be improper financial dealings between Cal and PwC wiicn you have all the 


57 - see Attachmen: 36.A - email from Robin Beran dated February 5, 2000 

5B - .see Auachmenl 37 -- eniaii to .Nancy Snowden, Debra Kuper i jim Buda dated .August 8, 2007 

59 - see .Auachment 38 - email to Na-ocy Snowden & Debra Kuper dated August 8, 2007 

60 - .sec Anachmem 39 - email from Debra Kuper dated September 6, 2007 
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1 S^ail ^Pvoived still work for 

Cal and pwC?'" 1 received no response. 


(3) Steve \Vunnin 2 Denial of Mv Laterai Increase : This is discu.ssed above in 
Issue-!. I have never filed a complainl regarding this issue. I have told several 
officers and others, but no one has addressed what appears to be retaliation. 


(•^) Have Burritt's .Auempts To Discourage Me From Rai.sing Ethical Issues : As 
discu.ssed above in Issue - 1. Dave Burritt told ms 1 would be “loasf for raising 
ethical is.s!jes. He lold me neither Doug nor the Board would do anvihing about 
ethical is.sues. He told me to slop communicaiing to him about these issue.s. 

(5) -Are the PwC Audit Fees Reported Correctly to the Board : This was discussed 
in Issue - 2 including threats, intimidation and retaliation from Dave Burritt and 
intimidation by PwC. 


Ta.x Provision on the Financial Statements : The CS.ARL tax strycture 
accounts for more than $1 Billion on the Caterpillar balance s’ncet. This number 
increases by more than S.^'O Million each quarter. Around 2002 someone else, 
other than me, anonymously raised concern about the propriety of this structure to 
the Executive Office. 


In January 2007. I rai.sed the issue of whether this structure has the required level 
of '‘business substance” to Robin Beran.^'’ I raised the '‘business substance” issue 
to Janie Copeland and was told that since 1 already raised the issue to Robin. Janie 
did not bring it up in the 'Dix Provision meetings. Up until 1 raised This issue, 1 
was included in the Tax Provision meetings, but have not been invited since, 

On .September 11, 2007, 1 filed a complaint with Legal and the a,s required 

by Company Policy. On September 27ih Legal lold me to follow-up w'hh the Tax. 
Counsel to work this oul.^ Four days later on October D‘ Legal told me they had 
concluded the investigation and the matter was closed.^^ 

In February 2008, during a meeting regarding my performance review, Robin 
Reran asked what the lax issues w'ere that 1 was “bringing up”. We discussed the 
eSARL “business substance’' issue. Robin debated this with me, but he could not 
answer basic questions to defend his position. Robin asked for me lo help resolve 
the i.ssue. it appeared this issue was not resolved. 

On March 24. 2008. I foiiowed-up as we were preparing for the April Audit 
Comminee meeiinc^'^ in which CS.ARL was lo be discussed. Robin assured me 
the “business substance" issue was resolved, said he forgot to tell me, and asked if 


61 - .see Attachmeni 4 o Vebra Kuper dated Ssntejnber 6, 2007 

62 - see Auachmeai 4 ob;r< Beran dated Januan^ 22. 2007 

63 - see Aliachmc.T. 4 ;ti Terri Pierpont dated June 1, 2007 

64 - .see -Attachment 4 Terri Pierpont dated May 3 1 . 2007 

65 - sec .AttachrncnL 44 - ernan to Nancy Snowden. Debra Kuper & Jim Biida dated September } 1. 2007 

66 - see .Attachment 45 - err.aii to Debra Kuner dated September 27. 2007 

67 • see .Attach.Ticni 46 - emai! from Deb.ra Kuper dated Octo'oer ] , 2007 

6S - see .Attachment 47 - emaii to Robin Beran dated March 24, 2008 A A"' 
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1 iR^S^hli^ ?'f^ftiid like to read the 
consultants'''' memos and would be happy to call the consuhanis.’ ' 

On April 1, 20()S, Robin stopped by my office to give me the iaies! changes to the 
April 2008 Audit Commitiee meeting presentation. We begars discussing CSARL 
becau.se he said he was taking “poetic license" in explaining CSARL related risks. 

Robin reiterated that he had resolved the ‘‘business substance"' issue with the 
consultants, hut could not explain its resolution or answer basic que.siions again. 
He then indicated that he didn't think 1 could see the consultants' memos, but did 
not give valid reasons. He also does not want ms to call the consullanis. He said 
he would have to think about this.'' Robin has never gotten back to me. 


I told Robin that I did not believe he could have a fair discussion with the Audit 
Committee about CS.ARJ,. without addressing the ‘‘business substance" issue, I 
asked him why no one is able to simply explain the facts and the la\\' related to 
this i.ssue.' ’ i received no response. 

I did not include Robin's “poetic licensing” in the Audit Committee prcftcniation 
because ! thought it wa.s false and misleading. '' Robin appeared to want to make 
it .seem as if all CS.ARL risks had been accounted for. I have not seen what wa.s 
acluali}' presented. Ed Scott was aware of this prior to the meeting so I am 
a,s.suniing he told ytm (i.e. Ed Rapp'). 

The es.scnce of the CS.ARL “business substance'" issue can be summarized by a 
simple question. Does the day-to-day management and operations of the 
Caterpillar purchased-finished-parts business reiicci how these operations are 
being represented to the IRS and the SBC? Merely following tiic letler-of-the-iav.' 
is not enough - there is a landmark U-S. Supreme Court case that clearly 
establishes this principle. This risk could be mitigated, 1 do not .see it being 
addrc,s.sed. 

i believe Robin reduced the m reserves related to CSARL by an amount 
exceeding SI 00M+ u})on adopting FIN 48 in the- first qtianer of 2007. Our 
current ta>; rese-ves for CS.ARL appear to be less than 20% and maybe oni)’ 6% of 
the SI billion. 1 do rsot believe the reserves include or consider the “business 
substance" issue because no one will di.scuss the issue. 

The 6 issues above were presented to Legal in July 2007 during the eavesdropping investigation. 


September 2007 : There is a provision in the Illinois eavesdropping law that “requires" anyone who becomes 
aw'are of an eavesdropping which they do-not-know-to-be-lega! (ie: pursuant to a court order or with consent) 
10 report the situation to the local State .Anorney's Office for invesiigaiion. 1 was in a meeting prior to 2007 
that included Dave Burritl and some 20 other people. Dave wanted the meeting recorded. Nancy Snowden 
made every single person in the meeting state on tape tha! they consented to being taped, as required by law-'. 
Therefore. Dave knew- prior to 2007 that you must have consent to legally record people. 

Knowing Dave Burrin knew that taping without consent was illegal: I cannot sa)' that I know the 2007 
eavesdropping to be legal. In.stead, i know for a fact Dave had already been, told taping people without con.9ent 


69 - see Auachmcni 4S -• smai! from Robin Bei-an dated March 24, 2008 

70 - the consuitanui are .^riccWaierhouseCoopers and McDermoU Witl &. Emeiy 

71 •• see Attachment 49 - emaii to Robin Beran dated Vlarc'n 25, 200S 

72 - see .Attachment 50 -• notes rc meeting with Robin Bera.fi dated .April 1, 2008 

7'3 - see Attachment 5 ! - email to Robin Beran dated April i, 2008 

74 - There are other issues communicated by Robin lo Ed Rapp a.nd t‘nt Board that I 
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was 


;]ieg 


1,Q9-cv-01208-MMM -BGC. # 120-257 

! nercTore. 1 wanlcc some aavice on wneiher 


ihis situaiion, was required lo report Inis event lo the Peori 


Page of ,50 . 

-'ou, me Boarcj members, i or anyone 

County Slates Attorney. 


aware of 


I inquired with Legal to gel .some advice as an employee of Caterpillar because reporting a potential felony on 
the part of the Chief Financial Officer could have negative repercussions for Caterpillar. However, Company 
Policy requires that w'c comply with the law. 1 believe Legal should provide advice when compiying with the 
law appears inconsisteni w'ith w'bat is good for the Company. 

Legal told me they do not give “personal’' legal advice, but implied that they had considered this issue (i.e. 1 
should not report, this event to the States .Anorney).’'' 1 don’t really think this is a personal matter. From a 
purely personal perspective and as a citizen, I should simply report this to the States .Anome)’. It is only as an 
employee of Caterpillar that a conflict arises. 


1 am still not comfo.rtable that you. the Board, 1 or other employ'ees do not have a duly to report this incident. I 
do not believe it is appropriate for Legal to leave employ'ees hanging like this. 1 assume you and the Board 
w'cre given advice or; this issue. 1 believe the Company should provide a reasoned answ'cr to employees. 
Legal has said the matter i.s closed. 


ISS UB-5 

Between 1997 and 2007 the Tax Department spent S240 million on tax consulting services,''”’ When ! returned 
10 the tax department in 2005 I found that 7 figure invoices were being paid with little or no supporting detail. 
1 held an invoice from Ernst &h’oiing (E&Y) that had been signed and approved for payrnent by Robin Beran 
becau.se there was no .supporting detail.’^ Nor was it the practice to get the detail after the fact. 

On November 22, 2005. 1 called h&.Y and asked if they would get us the deuii! for invoices and they assured 
me they would.’"' Subsequently E&Y left a voice mail indicating that they already given Cal the detail, but 
maybe, not with the invoices. In January 200b. U&iY left a voice mail indicating they could not get the 
records to support the invoices because it w'a.s not their practice lo record thi.s‘ information. ] asked for written 
cortfirrnation of their .staiement and did not receive any.^' 1 believe Cal paid E&Y more than STO Million in 
2005. There were PwC invoices for large amounts with similar documentation issues. 

I raised this issue to Dave Burrin 6 different times from IDcccmber 20, 2005 through March 7, 2006,^’’ as 
required by Compajiy Policy. Dave Burriit left me a voice rriai!’^'’ in January 2006 stating the following in 
response to my request to ask E&Y for the delaiJ to suppon their invoices. 

• He didn’t want us to be aiarmisi. 

• He thought 1 could start a coalition to see ifolher companies a.sk for .supporting detail. 

• He didn’t want us to approach this in an unmeasured way, 

• He didrt’l want us to be belligerent. 

• He didn’t w'ant u.s to be unique from other companies. 

Subsequently, it appears Robin Beran paid the invoices without any supporting detail. Another manager told 
me that various tax managers were being asked in 2006 to validate and sign 2005 E&iY invoices that they had 
not previously approved.’^’' 1 informed Dave Burritt of this. '' 


?5 - see Anachincnl 3-A - ernai) iC) Jim Buda and Debra Kaper dated September i9. 21)07 

76 - see .Attachment .'543 - email to Jim Buoa and Debra Kuper dated September 21 , 20D7 

77 - see Afach.ment 52 - chart cf tax consulting spend history 
7S - see .Attachment 53- invoice dated November 4, 2005 

79 - see .Attachment 53- i.nvoice dated November 4. 2005 
so ' tape of voice mai! avaiiabie if needed 
SI - tape of voice mail available if needed 

8.2 - see .Attachment ,5a - email lo Tom Lawrence dated Jarsuary 6. 2006 

83 - see Attach.ment 55 - emails !0 Dave Burrin dated December 20. 2005. January 6/1 2' i 3/7.0. 2006. and Warch 7, 2006 
S4 - tape of voice mail avaiiabic if needed 
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1:09~cv-01208-MMM ^BGC # 120-257 Page17of 50 
\ raised this issue to the OBP as required by Company Policy. The OBP belseves the facts are not sufiicient :or 
them to investigate. The OBP states thai Compan)' policy' requires that I specifically tell them whan pan ol the 
Code of Conduct. Company Policy or applicable law appears lo have been violated. ^ 

The Code says that I have the 'Yesponsibiliry to report any circumstances or action that violates or appears to 
violate, the Code of Conduct, enterprise poiic-y or applicable law". 1 believe the facts mentioned above 
regardin?, E&Y invoices appear to violate the Code of Conduct, enterprise policy, applicable law, and, ■'or 
internal controls required by Sarbanes-Oxley. The outcome could be anything from poor Judgment to wasting 
corporate assets to civil or criminal fraud. I believe that should be for an investigation lo resolve. Our policy 
should not be to accuse people before there has been an independent investigation of the facts. Does it 
encourage people to report events if they have to evaluate them like a lawyer and make accusaiionsr 


TS^ 


— o 


When I took this job in Corporate Tax, ! told Dave Burritt that we would need to have a lot of "direct” 
communication. Dave agreed. He and 1 corresponded on average 2 limes every day (sec graph belov') until I 
chose lo follow Company Policy and raise ethical issues lo him. Then the communicaiion stopped. 

The me.ssage from Dave i.s clear - it you raise ethical issues, he will ignore them, and if you persist to get him 
to follow Company Policy himself, be will excommunicate you and attack your reputation. 


Ernaiis To & From Dave Burritt 
By Month 


I .SO 
I 40 


n 






TT i rTTlTTb 


-.ixn.,. 


Apt Way Juf) Jul Aug Sep Oci Nov Dec Jan Tet- Ma> Apf fA’.v Jur, .iiii Aug Sep Oci npv Cx^c Jan fi^r Apr May Jun Jui Aug Sep 
'06 'OS '07 


- see Aitachmcn: % - email from Robin Beran daied March 2. 2006 
S6 ' see Attachment 57 - emails to Da'v’c Burriu daied March 7. 2006 
87 - see .Auachment 57 - emails lo Dave Burrin dated March 7. 2006 
S8 - see .Attachment 58 - email from Nancy Snowden dated April 3. 2008 
89 - sec .Attachment 59 - email to Dave Burria daied December 13, 2004 
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1:09-cv-01208-M^y1M -BGC # 120-257 Page 18 of 50 
ISSUE -7 

F ebruary 2007 : Some of the issues in my current performance review were covered in the Executive Summary 
above. Additional documentation regarding this issue is anached.' ' 

In short. I don't think that Dave Burriu and Robin Beran like my "approacn'' to ethics, which is 
uncompromisino, Jim Owens states in his introductory mes.sage accompanying the Code ol Conduct, that: 

...Our Worid-Wide Code of Conduct, first published 
in 1974. defines what we stand for and believe m, 
documenting the uncompromi.singly high ethical 
.standards our company has upheld since its founding 
in 1925... 

Jim reaffirmed Ibis in his comments today. I do not believe (.he Board or Cateipsilar Sharehoider.s think this is 
an area for compromise. 

Dave and Robin rated rrtt the lowest they have ever rated me for the Decision Making. Fiexibilit)-, and Conf.ict 
Resolution competencies. They have never made mention of any problems of this kind before. 1 believe Dave 
and Robin do not like m\’ 'kiecision" to repon them for ethical violations nor my unwillingness to be "fisxible'' 
and ignore Company Policy to resolve this "conflict" quietly with them by looking the other way. 

Final Com ment 

The behavior of Dave .Burriit, Robin Beran and others violate many of the '‘nionlhly scenarios” on (he Code of 
Conduct website that demonstrate behavior thai i.s not acceptable according to Company Policy, Throughout 
all of these events no one. except Robin Beran and Dave Burritt, has e\^er said or implied that my conduct in 
reporting these events has been inappropriate, in any manner. Nor ha.s anyone ever been able to an.swer simple 
questions about the proper handling of these issues or indicated that the simple questions were not relevant and 
proper. Is it Company Policy that there i.s no appeal process beyond the GBP that re.port„s to Dave Burritt and 
the Office of the Genera! Counsel? 


END 


- There arc others issues such a.'; raising events outside the review period, intemai inconsistencies within ihe do-sument itself, not 
c.o.Tipiving with the language or; ’.ht form iiseif. not providing e-spignations for removing facts relevant to die level -of 

difficuity of the Job, etc. 

9) - see .Miachrr.en: -62 - e.mail m Robin Beran dated Februa.y 26. 2008. email lo Robin Beran dated Marc.h 6, 200S. email toNanc) 
Snowden and Kd Scott dated .April T 2008, notes dated April 1 1 . 2008, ciriail to Robin Beran dated .April 14. 2008. and smaii to 
Alice Barbour and Robin Beran dated Apr;] 18. 2008. 
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Subcommittee on Investigations 


Barbara j 

CMijrcK'0Q.-'C-5lC-rp-’'‘'i' •Dai' *-! 1 .' 


Wo t $:o£! >r! vvrirk i-?. Um- CSARi o'.'.r.c-^sbi;- r:-} mvi^r.tofv ns^r pianfs and nround :hf* v/oruj ybcS on 
uoiJ ifU' tinanciiji ibLoninq. njcnmo ol 'OviioiC',- ii}Lil-SRi-i;<;jay:*,:ic-ir;ny acccnrnodatiOni^Glc y.' O.’K) 

!•:* DC done I 


r v.'ill ni.t’H.i'u/!* io io-C')', fo: .v^y:, V_- 



w:'f> fjod o-:.! 


*tc J Ch'-ifcf’. ‘.ju C sit-ii'ii'-.t! 




A-^o Li/. Lc''ei.':i wD-.ii-j :>k- 

Bi’dDiira J Cnurch. OO.C2!C'!D iijf 
Barbara J 

Church/OQ^Canjrp-;:iaf 



PSI-TWLF-02-001627 



748 


Pertins^SCalarptflan^CatSfp}^. SaDy A 
Stiles/O&CotBfpiaan^Caterpillar. Gary L 
Ve8t/0S/C^8ipinar@C£diHptliar, Gai) A. 
McC«t>e<)8CatorpiUar@Caterpl[lBr 
Sub^ ZC08 Pun^usoetf Service Charges 


Q^erpiSar. Ccntidonuid Oreen Ratiun until. (^'20^008 



This reduction o( 2008 expense is pflmsiiry due to redireded resources to internal proiects delaying me 
worit on the Cal Africa projecL 

Let me know if you have questions about this change. 


" I = Rpiinc fed by the Permanent 

Sifhcommittee on Investigations 
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Hid 


Fw: General Mailing - Personnel Announcement 

^ o. ! D7 Bus Svs - Morton. D7 Bus Svs 

ins Fortan -Strueiens io: p q yy 


Proi-TT iris Fortan-Strue!ens/OQ/Caterpillar 

To: D7 Bus Svs - Morton, D7 Bus Svs R-O-W 

Caterpillar. Confidential Green 

HiS'Ory This message has been forwarded. 


FYI. 

iris 


02/21/2005 02:53 PM 


Debbie L. 

Schrader/7 B/Caterpiliar 
02/21/2005 02:06 PM 


To; Elaine R. Atchley, Sarah Barnes, Patricia L. Benko, Linda K.... 
Subject General Mailing - Personnel Announcement 


Caterpillar Confidential Green Retain Until: 03/23/2005 Retention Category: G90- General 

Matters/ Ad ministration 


Effective March 1, D.J. (Dan) Schiicksup will become Tax Strategy Manager for Corporate Tax Services, 
in this new role, Dan's primary function will be to provide leadership to our Global Tax Strategy , including 
benchmarking our performance and processes versus world-class and developing metrics to measure our 
progress. In addition, Dan will help provide leadership to Global Tax Communications , Personnel and 
Succession Planning. 

Dan's educational background and work experience brings additional diversity to the Corporate Tax team . 
Dan has a very strong educational background with a Law degree and a Masters in Taxation coupled with 
a CPA. His previous experience working at Price Waterhouse in the tax department and at Cat as a Tax 
Manager in Peoria, Accounting & Tax Strategy Manager in Gosselies, and Director of European Tax 
Services in Geneva will serve him well in this new role . 


Dan gained vital process improvement and systems knowledge from the installation of PeopleSoft globally 
and is currently on special assignment leading a cross -organizational supply chain cost reduction initiative 
in the Logistics Division . We would like to take this opportunity to thank Dan for his contributions to Cat 
Logistics over the past 16 months. 


Please join us In congratulating Dan on his new and challenging assignment . 


Robin Beran 
Director 
Corporate Tax 


Bob Sweikert 

Business Services Manager 
Logistics Division 
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Pi'l Only - Meeting with Gene Fife on Sept 26 

Dave B. Burritt to: Douglas R. Oberhelman 09/23/2005 08:01 AM 

Cc; Ali M. Bahaj, John S. Heller, Sharad P. Jain 
Bcc; Daniel Schlicksup 

From: DaveB. BurrittyOG/Caterpillar 

To: Douglas R. Oberhe!man/OC/Caterpillar@CaterpiHar 

Cc: Ali M. Bahaj/OC/Caterpiilar-@Calerpiliar, John S. Heiler/OC/Caterpillar@Caterpifjar, Sharad P. 

Ja!n/OA/Caterpi!lar@Caterpillar 
Bcc: Daniel Schiicksup/OE/Caterpillar 

Caterpillar. Confidential Green 

Doug, 

As you know, Gene Fife will be visiting us on Monday for another "deep dive" session. We will cover 

income Taxes and IT Security, The key message points are as follows: 

Income Taxes 

• Global T ax Management (Robin Beran & Dan Schlicksup): We do a good job today of 
managing tax risks but plan to become world-class. We will follow a process based on 
research done by the Corporate Executive Board that enables us to better analyze and 
understand our risks. 

• Accounting for Income Taxes (Brad Halverson & Janie Copeland): Tax accounting theory 
matches the provision for income taxes to U .S. GAAP income. (This is a review of FAS 1 09 
from a Caterpillar perspective.) 

Information Technology Security (John Heller and Paul Joseph) 

• The IT environment is changing rapidly and we are taking numerous steps to mitigate our risk 
of security problems. Presentation will include a review of the August 2005 incident. 

We will also discuss potential future topics with Gene . 

Attached are drafts of the GF&SS presentations. Please let me know if you have any questions . 


[attachment "Gene-Fife_Sep_2005'Vl .9 Draft.ppt" deleted by Daniel Schiicksup/OE/Caterpillar] 
[attachment "Income Taxes - Fife v5 including Corp Tax.ppt" deleted by Daniel Schlicksup/OE/Caterpillar] 

Dave Burritt 
Caterpillar Inc. 

309-675-4020 
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Re: Audit Committee Meeting & Tax Risk Guardrails Q 

Daniel Schlicksup to: Dave B. Burritt 01/11/2006 04;51 PM 

Daniel Schlicksup/OE/Caterpi!lar 
Dave B. Burritt/OG/CaterpillariS)Cateipi!lar 
Caterpiiiar Confidential Green 

I will be ready for Feb or April , whatever you need. 

Dave B. Burritt/OG/Caterpiliar 




hroTs: 

To: 


Dave B . Burritt/OG/Caterpillar To: Daniel SchJicksup 

01/11/2006 03:01 PM Subject R©- Audit Committee Meeting &Tax Risk Guardrails^ 

Caterpillar Confidential Green Retain Until: 02/10/2006 Retention Category: G90 - General 

Matters/Administration 


Please plan to include in Feb advance material... 

Dave Burritt 
Caterpiiiar Inc. 

309-675-4020 

Daniel Schlicksup/OE/Caterpillar 



Daniel 

Schlicksup /0E/Caterpil!ar 
01/11/2006 02:43 PM 


To: Terri A. Pierpont, Janie Copeland, Bradley M. Halverson, Rob... 
Subject Committee Meeting & Tax Risk Guardrails 


Caterpillar Confidential Green Retain Until: 02/10/2006 Retention Category: 390- General 

Matters/Administration 


Based on the current agenda, the tax risk guard rails will not be on the feb agenda. I have a draft 
completed and will start socializing them soon . Thanks. 


Forwarded by Daniel Schiicksup/OE/Caterpillar on 01/11/2006 02:38 PM — 

Linda K. To: Daniel Schlicksup 

Caldwell/OY/Caterpillar Subject Re: Audit Committee Meeting^ 

01/11/2006 01:35 PM 

Caterpillar Confidential Green Retain Until; 02/10/2006 Retention Category. G90 - General 

Matters/Administration 


Dan, 

I do have an agenda and there isn't anything for Robin this time - mostly the 10K and year end items. 


Linda Caldwell 

Executive Assistant to the Vice President 
Caterpillar Inc. 

Corporate Auditing and Compliance Div. 
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Ph: 309-675^762 

Fax; 309-675-6803 

Email: caldwelljinda_k@cat.com 
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Caterpillar Inc. 

Global Finance - Tax Risk Management 

World Class Global Finance Operations to Support Vision 2020 


Page 1 of 7 
Con^dential Red 
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Background 


Large companies have been disproportionately affected by material weaknesses related to tax accounting issues. 
The chart below demonstrates that for companies reporting material weaknesses, large companies have reported 
nearly double the number of tax accounting issues as compared to small companies. This is not be surprising given 
the significant difference in the complexity of tax issues for global multi-national companies as compared to small 
companies. 


Percentage of Weakness-Disclosing Companies with Tax Accounting Issues 
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Redacted By 

Permanent Subcommittee on Investigations 


The objective of the “Tax Risk Guard Rail Process” is to develop a documented, more objective process that is 
capable of conveying the degree of business risk created by the portfolio of tax positions (i.e. risk profile) to Global 
Finance, the Executives and the Audit Committee in a non-technical manner. 

Bekw are the activities taken to develop the Tax Risk Guard Rail Process. These activities were undertaken by 
personnel of the Tax Function and Tax Accounting Function. This is the same group of people that meets each 
quarter to discuss the tax provision for the consolidated financial statements. A straw-man was developed by the 
Tax Function which was then refined over 4 days of off-site meetings between the two groups. 


Process 


Step 1 in the process was to determine what business risks are created by tax planning so that we could compare 
each tax position to specific business Risk Categories. The following are the Risk Categories and their definitions. 
The list is patterned after a basic list obtained from the Corporate Executive Board. This list is very common sense 
oriented and has a broad application to all bu.sines.ses. 


• Technical Risk : The level of risk a siruciure or transaction creates regarding full compliance with the law, regulations and 
court, decisions, 

• Operational Risk : The level of risk a structure or transaction creates for everyday business operations. 

• Compliance Risk : The level of risk a structure or tran.saction creates for tax return preparation, completion and 
submission. 

• Financial Statement Ri.sk : The level of risk a structure or transaction creates regarding tax accounting, financial 
statements or internal controls. 

• Management Risk : The probability the above risks can be managed consistent with corporate tax risk policies. 

• Reputational Risk : The probability a structure or transaction will generate a negative impact on Che company's image. 


step 2 in the process was to detennine what criteria were indicative of the level of risk created by each tax 
position for each business Risk Category. The following are the Indicative Criteria chosen for the 6 business Risk 
Categories stated above. 
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• Technical Risk : 

o Tax Law 

o Tax Personnel Continuity 
o Indusir>' Practice 
o Business Purpose & Substance 

o Consistency w-ith Prior Positions 

o Magnitude of Cash Impact 
o Documentation 

• Operational Risk : 

c Degree of Operational Change Required 

• Compliance Risk : 

o Compliance Requirements 
o Availability of Data 

• Financial Statement Risk : 

o GAAP Rules 

o Ability to Estimate Reserves & Allow'ances 
0 Documentation 

0 Impact on Financial Reporting Processes 
o Magnitude of Financial Slaicment Impact 

• Management Risk : 

o Presence of Documented Tax Risk Process 
o Alignment Between Actual Operations and Tax Requirements 
o Potential for Operational Change w 7 o Tax Advice 

• Reputational Risk : 

o Wall Street Journal Test 

Step 3 in the process was to develop Determinative Questions for each Indicative Criteria so that simple yes or no 
questions could determine the level (low, medium or high) of risk created by a particular tax position for each 
Indicative Criteria. The following are 3 examples of the Detenninative Questions for various Indicative Criteria of 
3 different business Risk Categories. 
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• Ri-sk Category - Technical Risk : 
c Criteria - Tax Law 

■ Deierminative Questions 

• Low Risk : If the structure or transaction is compieielv consistent with the applicable laws, 
administrative rules, and judicial decisions of the applicable jurisdiction(s), then the risk is 
low. 

• Medium Risk : If the structure or transaction is consistent with the applicable laws, 
administrative rules, and judicial decisions of the applicable jurisdictionfs) in all significant 
respects , but not in some other respects, then the risk is medium. 

• High Risk : If the structure or transaction is nw consistent with the applicable laws, 
administrative rules, or judicial de.cisions of the applicable jurisdiction(s) in some significant 
respect, or we cannot determine the level of significance or consistency for any reason, or the 
structure or transaction Is not consistent with outside advice in some significant respect, then 
the risk is high. 


• Risk Category - Financial Statement Risk : 

o Criteria - Ability to Estimate Rcser\'cs & Aliow^ances 


■ Determinative Questions 

• Low Risk ; If the amount of the required reserve is reasonably estimable within one-tenth of 
one percent of the effective tax rate, then the risk is low, 

• Medium Risk : If the amount of the required reserve is rea.sonablv estimable within one-half 
point of the effective tax rate, then the risk is medium. 

• High Risk : If the amount of the required reserve is n p t reasonably estimable within one-half 
point of the effective tax rate, then the risk is high. 


• Risk Category -- Reputational Risk : 

o Criteria - Wall Street Journal Test 
■ Determinative Questions 

• Low Risk : If the Company would not be opposed to voluntarily disclosing this structure or 
transaction for a WSJ article or to employees, then the risk is low. 

• Medium Risk : If the Company would be opposed to voluntarily disclosing this structure or 
transaction for a WSJ article or employees, but would feel comfortable discussing it if asked, 
then the risk is medium. 

• High Risk : If the Company would not want to have to answer questions from the press or 
employees about this topic, then the risk is high. 


These are just 3 examples. There are Determinative Questions for each Indicative Criteria for each busine.ss Risk 
Category. Each tax position was given a score of 1 (low risk), 3 (medium risk) or 5 (high risk) for each Indicative 
Criteria. The scores for the Indicative Criteria were then weighted and averaged to compute a score for the tax 
position for the business Risk Category. The scores and weightings were provided by the personnel of the Tax 
Function and Tax Accounting Function. Then each tax position was plotted on a scale as illustrated below. 
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Risk CatcEoriM 


Transactional Risk 


Operational Risk 


Compliance Risk 


Financial Accounting Risk 


Management Risk 


Reputation Risk 



Step 4 in the process was to determine which of the hundreds of tax positions should be plotted in this manner. 
The positions plotted are those for which reserves have been established that exceed $10 million per position, and 
other items for which there are- no reserves established (consistent with Generally Accepted Accounting 
Principles), but are important for other reasons such as the dollar magnitude of the iSvSue. In essence, these are the 
tax positions that warrant monitoring and attention. These positions collectively define Caterpillar's Tax Risk 
Profile. There were 12 positions plotted. The chart below .shows the plotting of 7 of the 12 positions that scored 
the highe.st overall risk. 

Risk CateBories 


Transactional Risk 

Operational Risk 

Compliance Risk 

Financial Accounting Risk 

Management Risk 

Reputation Risk 

Tax position labels and amounts are intentionally omitted. 


U)W Medium High 
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Each colored line represents a tax position. The point at which Uie colored line for each tax position intersects the 
black horizontal line for each business Risk Category indicates the risk level that the tax position creates for that 
business Risk Category. The results of this process were not surprising to the personnel of the Tax Function or 
Tax Accounting Function. Questions you may have about this chart will be answered as part of the next steps. 


Next Steps 


At the June Audit Committee meeting, Robin Beran will provide the annual update on the Tax Function. He will 
present the full results of the Tax Risk Guard Rails Process, conclusions drawn from the results, and answer 
questions from the Audit Committee. The Audit Commitlee will then be able to discuss and determine whether 
Caterpillar’s Tax Risk Profile is appropriate. 

The Tax Risk Guard Rail Process will be an ongoing process to take into account new tax positions, new 
legislation, new court decisions and settlements with the IRS. The Audit Committee will be updated annually or 
more frequently if appropriate. 


Summary 


Tax Risk Management is a function of balancing risk and return (i.e. tax savings). Prudent risk management 
requires companies to manage risk within a defined and documented “risk profile”. 

The objective of the “Tax Risk Guard Rail Process” is to develop a documented, more objective process that is 
capable of conveying the degree of business risk created by the portfolio of tax positions (i.e. risk profile) to Global 
Finance, the Executives and the Audit Committee in a non-technical manner. 

Many companies have recognized that tlie context of tax function within the company must change from a “Black 
Box” or “Technical Silo” to an “Integrated” part of the business. The Tax Risk Guard Rail Process is the first step 
in the transformation of the Caterpillar Tax Function into a World Class, totally integrated part of tlie business. 
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Guard Rails 

Dave B. Burritt lo; Daniel Schlicksup 08/14/2006 01:36 PM 

Fion: Dave B. Burritt/OG/Caterpillar 

To: Daniel Schiicksup/OE/Caterpillar 

Caterpiliar Confidential Green 

Focus now is on Oct A/C meeting. Let's meet after that But no more emails on this, pis. I get too many 
already. 


PSI-TWLF-04-000128 



y^tSS# fyj ....Fw: Dec. audit comm mtg 

Daniel Schlicksup to; Dave B. Burtitt 


10/28/2005 12:12 PM 


From: Daniel Schiicksup/OE/Caterpillar 

To; Dave B. Burritt/OG/Caterpillar@Caterpillar 

Caterpillar Confidential Green 


— Forwarded by Daniel Schlicksup/OE/Caterpillar on 10/28/2005 12:10 PM — 



Robin D Beran To; Daniel Schlicksup 

<Beran_Robin_D@cat.com> Subject Re; Fw: Dec. audit comm mtg 
10/28/2005 10:09 AM 


Caterpillar. Confidential Green Retain Unlit 11.f27/200S Retention Category: G90 - General 

Matters/Administration 


You're right, it’.'? just that talking about risk management for half an hour 
sounds kind of boring! 

Robin 

309.675.4478 beranrd(?CAT . com 


Daniel Schlicksup 
<Sch.licksup_Danie 
l@cat . coin> 

10/28/2005 08:25 

AM Robin D Beran 

<3eran_Robin_D8cat . coiti> 


To 

To 


cc 


Subject 

Re: Fw: Dec. audit comm mtg 


Caterpillar: Confidential Green 


Retain Until: 11/27/2005 
Retention Category: G90 - 
General 

Matters/Administr at ion 
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Robin, my advise is to stick to the agenda that was given to you. They 
gave you 30 min to talk about tax risk management — ve spent more than 
30min on this just with Gene. No other area was given BOmin for the dec 
meeting, you pointed that out to me. Gene was very excited about this when 
we met with him, indicated that he wants this to be part of every audit 
committee meeting and obviously wanted it on the Dec agenda (Doug even 
mentioned that to us) . I would ask, when was the last time Gene acted in 
this manner about a tax issue? My advice is that the board is interested 
in the tax risk management policy and process, not the details of a 
transaction that may or may not come about. While the details of tax 
transactions our interesting to us, a transparent tax risk management 
policy and process is paramount to the audit committee, and others within 
the company. 

Let me know your thoughts. 


Robin D Reran <Beran_Robin_B(3cat .com> 


10/27/2005 05:58 PM To 

To 

SchIicksup„Daniel8cat . 


Subject 

Fw: Dec. audit 
conun mtg 


Caterpillar: Confidential Green Retain Until: 11/26/2005 

Retention Category: G90 - General Matters/Administration 


This is som.ething to consider with our Risk Management presentation. 
Robin 

309.675.4478 - beranrd@CAT.com 

Forwarded by Robin D Beran/OS/Caterpillar on 10/27/2005 05:56 PM 
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Sally A 

5tiles/0S/Caterpi 

liar 

To 

10/06/2Q05 09:52 

am Robin D 

Ber an / OS /Caterpillar@ Caterpillar 


Subject 

Re: Dec. audit comm rntg (Document 
link: Robin Beran) 


Caterpillar: Confidential Green Retain Until: 01/24/2007 

Retention Category: G90 - 
General 

Matters /Administration 

I don't have any travel scheduled for Dec. and I can rearrange anything 
elfie so yes I'm free. 


Robin D 

Beran/ OS /Cater pil 
1 ar 

To 

10/06/2005 09:19 To 

AM Sally A 

Stiles /OS /Caterpillar0Caterpi liar 

CO 


Dec. audit comm mtg 


Subject 
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Caterpillar: Confidential Green Retain Until: 11/05/2005 

Retention Category: G90 - 
General 

Matters /Administration 

Sal, Are you free during the December board meeting days? We may want to 
add a bit on SCM/MHI to the presentation I'm going to do on risk 
inanagerrient , and we thought it would be good if you could do that part. 
Robin 

309.675. 447S - beranrd@CAT. com 


PSl-TWLF-04-000344 
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Re: Need asap please ....Creating Tax Rick Guard Rails Q 

Rodney J Perkins to; Daniel Schiicksup 01/03/2006 03:14 PM 

Alien B. Hagen, David S. Poling, Gary L Vest, Giles A. Parsons, 

Cc: Gregg M Grierson, James R Crook, James W. Gates, Janie 

Copeland, Mary A. Miller, Robin D Beran, Sally A Stiles, Stephanie 

Rodney J Perkins/0S/Caterpi!lar 
Daniel Schlicksup/OE/Caterpi!lar@Caterpillar 

Allen B. Hagen.'0.VCsterpili3r@Caterptll3r, David S. Poijng/0S/C2lerpiliar@CaterpiiIar, Gary L 
Vesl/0S/Cs!srpill3f (©Caterpillar, Giles A. Parsons/I B/C3ierpii!ar@C3terpiilar, Gregg M 
Gi'ierson/0S/CaSerpitlar@Caterpill3r, James R Crook/OS/Catefpiliar@Caterpi!!a!', James W. 

Caterpillar Confidential Green R^ain UnfiT; 02/02/2006 

Beyond the list you have started. ...in no particular order... 

Assessment of resource commitments to deliver the idea 
Accounting & S-Ox considerations (idea too complex to administer???) 

Consistency with internal past tax practice 
Consistency with internal related issues 
Outside opinion 
Magnitude of penalty 
Magnitude of risk 

Frequency of risk, e.g. OTO or multiyear, single entity or multiple entity 
Magnitude of benefit 

Existence/absence of treaties (if cross-border type planning idea) 

Consistency with contra-country law (if cross-border type planning idea) 

Existence/absence of safe harbors 
Disclosure requirements 

Visibility of issue (where no disclosure Is required) 

Likelihood of IDRs (i.e. the audit lottery) 

IRS skillsets (i.e. the audit lottery) 

S-Ox considerations 

Treatment for US GAAP tax reserve as an uncertain tax position (as tax mgrs, point here is "do we 
evaluate risk solely from a tax cashflow perspective with no concern how US GAAP views the 
transa(Ction...or do we manage ideas that will deliver immediate US GAAP benefits ?...or do we manage 
risk to deliver US GAAP benefits long-term?”) 




To; 


Rod Perkins 

Inti Tax Manager (Europe Africa & Middle East) 
Corporate Tax, Caterpillar Inc. 

100 NE Adams, Peoria Illinois 61629-4230 
E-mail; rjperkins@cat.com 
Telephone: (309) 675-4499 
Fax: (309) 494-4543 

Daniel Schlicksup/OE/Caterpillar 



Daniel 

Schlicksup/OE/Caterpillar 
01/03/2006 02:43 PM 


To: Janie Copeland.Terri A. Pierpont, Stephanie M, Harms, Rod... 
Subject Need asap piease.,..Creating Tax Rick Guard Rails 


Caterpillar Confidential Green Relain Until: 02/02^06 Retention Category: G90 - information and 

Reports 
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Can you please send me a list of the itemsffactors that come to mind when you are evaluating the amount 
of tax risk involved with a planning idea. For example: 

1 . Court decisions 

2. Consistency with regulations 

3. Consistency with the law 

4. Industry practice 
ETC. 
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Re: Fw: Tax Risk Guardrails S 

Bradley M . Halverson to: Daniel Schlicksup 


02/09/2006 05;44 PM 


From; Bradley M. Halverson/OC/CaterpHlar 

To; Daniel Schlicksup/OE/Caterpillar@Caterpiilar 

Caterpillar. Confidential Green 

Thanks for your comments. Please work \Aflth Janie. Proper planning is vital given the many things are 
doing. 

I do appreciate your leadership in tax on the many areas quite an improvement. You are appreciated. 

Brad Halverson 
Corporate Controller 
(309)675-4437 Fax:(309)494-1989 
e-mail: Brad_Halverson@cat.com 
Daniel Schiicksup/OE/Caterpi!lar 



Daniel 

Schlicksup/OE/Caterpillar 
02/09/2006 05:30 PM 


To; Bradley M. Halverson 

Subject Re: Fw; Tax Risk Guardrails’^ 


Caterpillar Confidential Green Retain Until: 03/11/2006 Retention Category: G90-Generai 

Matters/Administration 


Brad, Terri and i met this week to cover the strawman as Janie and Terri have been a bit out-of-pocket in 
January. I began meeting with the Tax Managers in the Tax Council today. Terri and I meet with Janie 
next week. ! have received good responses so far from Terri and the Tax Managers present at the 
meeting today. There is some nervousness on the part of Tax as this will highlight areas where we need 
to improve. Quite honestly this will provide a view into tax quite different than the past . I think you will like 
it. 


I will publish a meeting schedule tomorrow leading up to the GeneF visit and April A/C meeting. This will 
be a time commitment for Janie and Terri. We also need to get going on the G/\AP part of this. 

1 think it would be good if we met for 30 minutes. What do you think. 

Thanks 


Bradley M. Halverson/OC/Caterpillar 


Bradley M . To; Daniel Schlicksup 

Halverson /OC/Caterpillar Subject Tax Risk Guardrails 

02/09/2006 05:08 PM 

Caterpillar. Confidential Green Retain Untit: 03.rt1/2006 Retention Category; G90 - General 

Matters/Administration 

Dan, this work needs to be from a robust process using 6 Sigma with deep involvement from Janie’s area 
and the full tax dept. 1 would suggest you get a black belt, charter and get the work plan going. When this 
is developed a more reasonable deliverable date should be provided to Dave , Robin and me. I would be 
happy to discuss further if you like. 

Brad Halverson 
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Corporate Controller 

{309) 675-4437 Fax; (309) 494-1989 

e-mail: Brad_Haiverson@cat.com 

Forvi'arded by Bradley M. Hatverson/OC/Caterpillar on 02/09/2006 05:06 PM — 


J^nie 

y Copefand/OB/Caterpillar 

02/09/2006 04:59 PM 
Caterpillar Confidential Green 


To: Bradley M. Halverson cc; Daniel Schiicksup 
Subject Fw: Tax Risk GuardrailsQ^ 

Retain Until: 03/1 1/2006 Retention Category: G90 - Genera! 

Matters/Administratron 


Brad, 

We have not been deeply involved in this and have concerns. Most importantly, this process needs to be 
developed with detailed involvement of the managers in Tax. 

Janie 

Bradley M. Halverson/OC/Caterpillar 


Bradley M . To: Janie Copeland cc: Daniel Schiicksup 

Halverson /0C/Caterpi!iar Subject Fw: Tax Risk Guardrails 

02/09/2006 08:55 AM 

Caterpillar; Confidential Green Retain Until; 03/11/2006 Retention Category; G90 - General 

Matters/Administration 


What do you think? Has Terri reviewed or been involved. 


Brad Halverson 
Corporate Controller 
{309)675^437 Fax; (309) 494-1989 
e-mail: Brad_Halverson@cat.com 

— Forwarded by Bradley M. Halv^son/OC/Calerpillar on 02/09/2006 08:55 AM — 


Daniel 

Sdtiicksup /0E/Caterpi!lar 
02/07/2006 10:26 AM 


To; Dave B. Burritt, Bradley M. Halverson, Robin D Beran 
Subject Tax Risk Guardrails 


Caterpillar Confidential Green Retain Until; 03/09/2006 Retention Category; G90 - Genera! 

Maners/Administration 


Here is a short powerpoint indicative of the direction if you want to give Gene a heads up , etc. .[attachment 
”020706 Tax risk Guardrails .ppT deleted by Daniel Schlicksup/OE/Calerpillar] 

Here is the excel file with much more detail .[attachment ”020806 guard rails.xls” deleted by Daniel 
Schlicksup/OE/Caterpillar] 

I will set up a series of meetings to have these reviewed and vetted before Gene's visit in March. 
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02/10/2006 04:32 PM 


Fioni: Dave B. Burritt/OG/Caterpiitar 

To: Daniel Schlicksup/OE/Calerp!llar@Caterpillar 

Caterpillar Confidential Green 

Thanks, Dan for the focus. Given that we're past the due date to the A/C, it's good this is getting attention, 

Dave Burritt 
Caterpillar Inc. 

309 - 675-4020 

This message and any material contained In any attachment are intended only for the use of the 
addressee and may contain information that is privileged or confidential . If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution, dissemination, or use of any 
information contained in this message is strictly prohibited . If you have received this e-mail in error, 
please notify the sender listed above immediately. 

Daniel Schlicksup/OE/Caterpi!iar 


Daniel 

Schlicksup /0E/Caterpi!lar 
02/10/2006 04:15 PM 


To: Rodney J Perkins.Sally A Stiies.Gary L Vest, James R Croo... 
Subject Meeting re Tax Guardrails 


Caterpillar Confidential Green Retain Until: 03/12/2006 Retention Catego^': G90- General 

Matlers/Administration 


Folks, Jane is going to schedule the meetings below leading up to the visit by Gene Fife , Please review 
and comment if necessary. Please try and reschedule some things if necessary to help Jane get these 
meetings scheduled. 

Robin, I have you invited to the working sessions but know your calendar is pretty full this month and next . 
In order to keep this going I propose that you make the meetings if possible , and if not i can brief you and 
keep you up to speed. 

Giles, I would propose that you attend as many hours of the morning sessions as possible . 

Please call me with questions. 

— Forwarded by Daniel Schiicksup/OE/Caterpiilaron 02/10/2006 03:30 PM — 



Daniel 

Schlicksup /OE/Caterpillar 
02/10/2006 11:42 AM 


To; Jane M. Bolton cc: Bradley M. Halverson 
Subject Meeting reTaxGuardrails 


Caterpillar Confidential Green Retain Untit 08/1 0/2007 Retention Category; GOO -General 

Ma tters/A d m in istration 


Jane, 

Gene Fife visits on Tues. Mar 28. Therefore we need the following meetings leading up to this. Topic of 
each meeting is "Prepare for Gene Fife visit re Tax Risk Guardrails". 

Meeting with Dave Burritt early week of Mar. 20-1 hour (DaveB, BradH, RobinB, DanS, Janie Copeland) 
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Meeting with Brad Halverson and Robin Beran week of Mar 13-2 hours (BradH, RobinB, DanS, Janie 
Copeland) 

Meeting week of Feb 20 off-sile, all day at Ivy Club (Rod, Sally, Gary, JimC, Ai, Robin, JohnC, DanS, 
JanleC and Terri Pierpont) 

Meeting week of Feb 27 off-site, all day at Ivy Club (Rod, Sally, Gary, JimC, AI, Robin, JohnC, DanS, 
JanieC and Terri Pierpont) 


Brad, please let me know if you think this is not adequate. 
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IN THE UNITED STATES DISTRICT COURT 
CENTRAL DISTRICT OF ILLINOIS 
PEORIA DIVISION 


DANIEL J. SCHLICKSUP; 

Plaintiff, 


} 

) 

) No. 09-1208 


CATERPILLAR, INC., ) 
DAVID B. BURRITT, ALICE ) 
BARBOUR, ROBIN D. ) 
BERAN, JA„MES B. 3UDA, ) 
DOUGLAS R. OBERHELMAN, ) 
and EDWARD J. RAPP, ) 


Defendants. ) 

THE DEPOSITION of RODNEY PERKINS, called 
for examination pursuant to notice, and 
pursuant to the provisions of the Code of Civil 
Procedure, and the Rules of the Supreme Court 
thereof pertaining to the taking of 
depositions, taken before me, Donna F. Banks, 
CSR, a Notary Public in and for the County of 
Peoria and State of Illinois, at 415 Hamilton 
Boulevard, in the City of Peoria, County of 
Peoria and State of Illinois, on March 10, 

2011, at 9:00 a.m. 
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1 deceased? 

2 A This draft would have been prepared by 

3 her. 

4 Q Is there anything on the draft that you 

5 disagree with? 

6 MR. TURNER: Object, foundation. 

3 A With this limited review of skimming the draft, 
S I don't find a.nything objectionable. 

S Q To your knowledge, is there any other docuitsnt 

10 that sets forth in a single place the 

11 transactions that comprise the changes in 

12 international operations from 1997 to 2002? 

1.3 A Other than subsequent drafts of this document? 

14 Q Yes. 

15 .A No . 

16 Q Do you know where the final version of thi.s is 

17 maintained? 

18 A At the time of my employment, this document was 

19 not intended to be truly final. 

20 Q Was it an ongoing work? 

2 1 ''' ? S 

22 Q Is that because the CS.ARL structure was dynaraio 

23 and changing? 

.ADVANTAGE REPORTING SERVICE 
(309) 673-1881 or (800) 347-3124 
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So there would be subsequent iterations of this 
docu'^ient based on changes that happened since 
2002, is that right? 

Yes . 

But there would not be any changes for the 
period on the document of ’97 through 2002, is 
that correct? 

To my knowledge, that is indeed correct. 


ADVANTAGE REPORTING SERVICE 
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10 

11 

12 


I'i 


15 

16 

17 

18 

19 

20 


21 


22 


23 


Page 115 

(Deposition Exhibit Number 10 was 
identified for the purpose of 
the record. ) 

Q I'll shovj you what's been marked as exhibit 10 
for your deposition. Is exhibit 10 something 
that pertains to thpe tax risk guardrails? 

A Yes . 

Q Was the use ox the ta.x risk guardrails an 

effort by the Tax Council, c-i-1, to have an 
orderly process to assess risks? 

A In a limited ti.me period, yes. 

Q Do you know if the use of the tax risk 

guardrails was ever presented to the board of 
directors or to a portion of the board? 

A I don't know if it was. 

Q Whe.n risks were assigned pursuant to use of the 
tax risk guardrails, was that arrived at by a 
majority vote, a consensus, or how was that 
judged by the Tax Council, c-i-1? 

A Consensus. 

Q Did you have any role in establishing the 

methodology in the tax risk guardrails? Did 
you have any input into that? 


.ADVANTAGE .REPORTING SERVICE 
(309) 6 /3-1831 or (800) 3-17-3124 
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1 

A 

ves. 

Page 116 

2 


What input did you have into the methodology? 


3 

A 

The initial input v/as reactionary in nature to 


4 


the proposed approach as designed by Dan. 


5 

Q 

Ana when you say Dan, is that Dan Schiicksup? 


6 


Yes . 



Q 

Did your comments that you made on a 


8 


reactionary basis to v;hat he presented get 


9 


incorporated into the methodology? 


10 

A 

I'm sure some did, some didn't. 


11 

Q 

Was that on a consensus basis in the Tax 


12 


Council? 


13 

A 

Yes . 


.14 

Q 

Is it fair to say that there were tax managers 


15 


on the Tax Council who wanted the executive 


16 


office and others to understand that there were 


17 


risks associated with tax positions? 


18 


MR. TURNER: Object, for.m. 


19 

Q 

I'll withdraw the question. Let me — 


2 0 

A 

Clarify it. 


21 

Q 

Let .me as.t it this way. Did you ever want to 


22 


make sure that people outside the tax 


23 


depart.ment understood that tax positions 
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Then why did you go along with preparing 
I'm a team player, and it became one of the 
goals of our department to prepare the tax risk 
guardrails and update them periodically. 

So you 'went along v/ith that? 

Yes . 

Do you think that the assessments of risk in 
exhibit 10 were a result of an honest, good 
faith effort by the Tax Council to quantify the 
risks? 

Yes. 
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Q Now, in the fourth column under reserve, 
do you understand what that is on Exhibit 2? 

A I don't know what makes up those numbers 
on Exhibit 2. 

Q Do you know* *what the numbers under reserve 
mean even if you don’t know how they’re calculated? 

A Generally I knovj v;hat a reserve number 
means . 

Q Do you know what these reserve numbers 

mean ? 

A Not those exact numbers, no. I know a 
reserve would mean there is uncertainty with regard 
to benefit that is reported in this column. 

Q Have you ever heard of guardrails for 
determining uncertainty? 

A I have . 

Q What are guardrails? 

A I don’t know than I can explain what the 

term means. It was a methodology that was an 
attempt to examine tax risk within the company. 

Q If I use the term tax council, 
C-0-U“N-C-I"L, at Caterpillar, what is that? 

A Tax council vjas a term that v;3s designated 
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1 

Q 

Page 66 

Did you regard CSARL as having a high risk 

2 

associa 

ted with it? 

3 

A 

No. 

4 

Q 

You thought it. was a low risk?' 

5 

A 

Middle of the road. 

6 

Q 

Do you know how much Caterpillar paid in 

7 

consulting fees to law- firms and accounting firms to 

8 

create 

CSARL? 

9 

A 

I do not. 

10 

Q 

Do you know if it was more, than 

11 

$100 million? 

12 

A 

I don't know. 

13 

Q 

When Caterpillar reports its earnings on 

14 

its income statements for purposes of satisfying its 

15 

reporting obligations to shareholders, not on tax: 

16 

“returns 

, are the.- CSARL revenues included in overall 

17 

sales? 


18 

A 

Yes . 

19 

Q 

Is there also a line on those same reports 

20 

for income taxes? 

21 

A 

Yes. 

22 

Q 

Is .it- fair to say that on the consolidated 

23 

basis reporting of those documents, that there’s. 
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little r if any? iiripact on 'the sales line tor the 
consolidated statement but there would be a 
reduction in income taxes paid on such a statement 
as a result of the use of CSAP.L? 

A No . 

Q Where is itiy statement wrong? 

A If CSAPL has true sales that are in the 
sales line which is what you asked me a minute agoy 
then how can they not impact, how can they not be 
relative to the impact on the tax line? 

Q Well, wouldn’t the tax line be lower by 
using CSAPL than things would have been had they 
just, been done the way they were done before CSARL? 

A Yes. 

Q So on Exhibit 2 for your, deposition, if . 
these, numbers are. right, I realize you say you don't ■ 
know how they were calculated but if these nurnbefs 
are right, that would be reflected in income tax 
savings on the consolidated statements, is that, 
correct? 

A Yes. 

Q And if the reserve numbers are right on 
this document. Exhibit 2 for your deposition, those 
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1 

amounts would be reflected as additions to the 

Page 68 

2 

income tax line, is that correct? 


3 

A Yes. 


4 

Q Did CSARL pay Caterpillar anything other 


5 

than a royalty on an ongoing basis for the 


6 

transaction of the business being shifted to CSARL 


7 

that formerly vias ovmed by COSA? 


8 

A I don't I'm struggling with what 


9 

exactly you mean. There are many payments that go 


10 

from CSARL to Caterpillar for services, for other 


11 

transactions that happen associated with this parts. 


12 

business . 


13 

Q Was there any Icind of lump sum payment? 


14 

A Not to my (Knowledge. 


15 

Q Is there a tax department white paper? 


16 ' 

A During what period? 


17 

Q Any period. Are there tax department 


18 

white papers? 


19 

A There is a tax department white paper. 


20 

Q Is there always a tax department white 


21 

paper? 


22 

R It's not updated, no. There was one. It 


23 

was written. 
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Page 105 

1 either direct or indirect report of his who was 

2 involved in establishing CSARL or Glove or 

3 impleraenting it that you recall? 

4 A Indirect reports. 

5 Q Who? 

6 A Barbara Church. I think she’s an 

7 indirect. I’m not even absolutely sure. She works 

8 for Logistics. She was involved, or she was 

9 involved during that time period. I don't know that 

10 she was involved actually at the inception, but she 

11 was involved during that time period. 

12 Q Besides this person from Logistics, was 

13 there anybody else that you're aware of from the 

14 parts area who was involved in the formation or 

15 implementation of Glove or CSARL? 

16 A There was a team. I don’t know all the 

17 names. There was a team though that involved 

18 several people from Logistics. I don't know all the 

19 names. 

20 Q How about from the parts areas of the 

21 comipany? 

22 MR. TURKER: Object, form. 

23 Q Product support. Was there anybody from 
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Page 108 


1 A I have not . 

2 Q Have you ever seen anything in writing 

3 analyzing the adequacy of the business or econcinic 

4 substance of having the finished replacement parts 

5 dealt with by CSARL instead of under the old 

6 arrangement? 

7 A From an economic substance perspective, I 

8 have not. 

9 Q From any perspective? 

10 A Throughout the — economic substance just 

11 happened here as far as really getting a big look. 

12 from the tax community, so it wasn’t even really 

13 something you would have looked at throughout the 

14 formation of this structure. There were memos as we 

15 went along on various small issues, you know. When 

16 you do a reorganization of this size, all the way 

17 along there are issues that develop. Sc I would 

18 have seen those memos. I don't remember exactly 

19 what ail the topics were but I would have seen some 

20 memos throughout the process, but I do not recall at 

21 any time anything being labeled as economic 

22 substancs. 

23 Q When you say that the tax community only 
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Redacted By The 
Permanent Subcommittee 
on Investigations 


Q Showing you what's been inarked for your 
deposition as Exhibit 4, back in December of 2005 do 
you recall there was a board meeting 'where you 
presented 


■ Redacted hN tin* rrrmanent 

Subcommittcr I r.' cstigttioija 


I do to 

audit committee. 

Q Do‘ you know if you gave the presentation 
that's marked as Exhibit 4 for your deposition? 

A This would not have been a complete 
presentation . 

Q Are these portions of the presentation? 

A I am not sure. I'm puzzled by the 
Decerfiber 13th date. I didn't remember doing an 
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Page 21 

1 audir conirrd:: Lee presentation in December, bur it’s 

2 possible. 

3 Q If I call these sheets slides, would that 

4 be consistent with the way you refer to Power Point 

5 sheets? 

6 AX wouldn't say I'm consistent with that. 

7 I night call them overheads. I'm getting old enough 

8 that I call things a lot of different names because 

9 I've heard a lot of different names, but slides 

10 might be something I might use, 

11 Q Do you know whether you ever presented the 

12 overhead or slide that's the first page of Beran 

13 Deposition Exhibit 4 to either the board or a 

14 committee of the board at Caterpillar? 

15 A I'm not positive. I would say this is 

16 familiar. We did discuss these points in general. 

17 I recall presenting this risk guard rail piece in a 

18 preliminary form, I believe it was with the audit 

19 committee, to say that we were going to v7ork on tax 

20 risk guard rails. 

21 Q On the second page of Exhibit 4 do you 

22 know v.’hether you ever in about December of 2005 

23 presented this overhead or slide to the board or a 


ADVANTAGE REPORTING SERVICE 
(309) 673-1881 or (800) 347-3124 


PSi-TWLF-1 2-000028 



815 


Page 22 

1 coiTiinitteG of the board? 

2 A I don't recall for sure. I recall this 

3 chart being something out of standard presentation 

4 we had gotten from some outside service. 

5 Q Did you use the Converse Marketing firm 

6 scmetimes for presentations? 


7 

A. 

Converse, not to my recollection. 

8 

Q 

What outside firm do you think you got 

9 

slides or 

overhead from for the presentations? 

10 

A 

Where I think we got this, and I'm not 

11 

positive, 

would have been the Corporate Executive 

12 

Board . 


13 

Q 

What is the Corporate Executive Board? 

14 

A 

The Corporate Executive Board is a 

15 

DC-based 

for profit firm that runs a number of, I 

16 

think they call them councils, including a tax 

17 

council . 


18 

Q 

So is it your belief that this overhead 

IS 

slide \-ias 

with reference to tax departments 

20 

generally 

and not yours specifically? 

21 

A 

Correct . 

22 

Q 

But for some reason your department 

23 

obtained 

this slide from the organization in 
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/vashington DC and thought for some reason that it 
i-’5s apt, is that right? 

i'R. TURNER: Object to form. 

A Weil, apt, I received materials on tax 
departraent management on a regular basis and I'm 
always evaluating things for many purposes from 
technical tax to board presentation to audit 
committee presentations, and so this was one of 
then. To be perfectly honest, Dsn mostly drove 
this. I was skeptical of how useful it was going to 
be from the beginning. 

Q Do you know whether you ever -- strike 

that . 

Do you see the graph here shows that 
whoever developed this slide or overhead viewed tax 
at one time at the earliesr point in time depicted 
on the slider overhead as a cost center in the 
pre-1990’s period? 

A Uh-huh, I see that. 

Q Do you agree with that portrayal of tax 
departments generally in the pre-1990 area? 

A I don't have that much direct knowledge 
wi"h large corporate rax departmients pre-1990 so 
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Page 24 

1 It's a little hard to say. 

2 Q Was the tax department at Caterpillar a 

3 cost center in the pre-1990 area? 

4 A I wasn't there. 

5 Q Did there come a time when tax departments 

6 became viewed as profit centers generally? 

7 MR. TURNER: Object, form. By who? 

8 A In the general press and in some people's 

9 mind quite possibly because people were marketing 

10 tax shelters and companies like Enron were in the 

11 press. 

12 Q Going to the third page of the Beran 

13 Deposition Exhibit 4, is this a slide or overhead 

14 that you presented to the board in or about December 

15 of 2005? 

16 A I believe it is. Again I'm puzzled by the 

17 December date, but it's possible. 

18 Q Did you tell the board of directors that 

19 your department was working on tax risk guard rails? 

20 A I recall at one of the audit committee 

21 meetings I told the audit committee that we were 

22 going to work on this, on tax risk guard rails. I 

23 believe I al.so told them that I was skeptical that 
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1 

presented this slide or overhead to the audit 

Page 29 ^ 

2 

committee of the board of directors?- 


3 

A Again I don't recall specifically. . . 


4 

Q Do you know if, when you presented slides 


c; 

or overhead to the audit .committee of the board of 


6 

directors, whether the directors Who ’were a part of 


7 

that committee would get materials that would . 


8 

include your slides or overhead? 


9 

A I was never responsible for distributing- 


10 

it so I can't say for sure, but I do knovj that 


11 

certainly recently, from what I do recall, the-y do 


12 

get advanced material. 


13 

Q Do you know if anyone keeps track of the 


14 

materials that are used at the audit committee 

\ 

15 

meetings of the board of directors in terms of 

'< 

16 

retaining a copy for the archives of the committee? 


17 

A I don't really know for a fact, no. 


18 

Q Would the next meeting of the. audit 

\ 

19 

cdinmittee of the board of directors after December 


20 

be the. February meeting typically? 


21 

A Typically, yeah, they are held like every 


22 

other month. 


23 

Q And then would the next one after the 
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1 February ifieeting then be the one in April 'typically? 

2 A Typically. i 

3, Q Do you recall wbether you were tasked with I 

4 a deliverable for the February audit committee I 

5 meeting to present tax risk guard rails?. I 

6 A Only based on the fact that this page is J 

7 in front of me. I don’t remember otherwise ■ 

6 six years ago. j 

,9 Q Do you recall any discussion with the ^ 

IQ members of the February — or I'm sorry, with the s 

11 audit committee of the board of directo.r's regarding i 

12 the task risk guard rails? } 

13- A Only in the fact that I presented the j 

14 materials to them; \ 

15 Q And then you also mentioned that you think 

16 you told , them you were skeptical about v/hether the ^ 

17 task risk guard rails would correctly quant'i.fy risks j 

t 

18 in an understandable way, is that right? j 

19 A I generally recall that, but I don't ^ 

20 really remember at what point it would have been. • f 

21 Q Do you know whether f.or the April audit i 

22 committee meeting you v;ere going to plot the current ! 

23 tax positions on the guard rails? I 
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1 

A 

Page 31 f 

April of which year? ? 

2 

Q 

2006. ! 

3 


My recollection v?as that v/e were going to j 

4 

■work on p 

lotting them. Again it's likely it viould i 

5 

. have been 

i 

for April because that‘s normally -when I’m I 

6 

on the schedule, but i don't really know or recall ( 

1 

what or w 

nen we committed to do that. ^ 

8 

(At this 

point in the proceedings Deposition ; 

9 

Exhibit 

No. 5 was marked for identification.) 

10 

Q, 

Showing you what ' s been marked for ycur ; 

11 

deposition as Exhibit 5, have you ever seen that 

12' 

document 

before, Mr. Reran? 

13 

A 

I have seen similar documents that ■v'jould 

14 

contain similar information. I don't know if I have 

15 

seen this 

particular version. 

IS 

Q 

Do you know if your ta.x council did plot 

17 

risks in 

discussions using the tax risk guard rails? 

le 

A 

You mean the tax council being the group 

19 

of senior 

tax managers? 

20 

Q 

Yes. 

21 

A 

Yes, we worked on that. 

22 

Q 

And in this circumstance tax council is 

23 

C-0“U-N~C 

right? 
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Page 32 [ 

1 

■A 

Correct. ? 

2 

Q 

A,nd then Caterpillar also has a. tax • 1 

3 

counsel^ C 

-0-U-N-S-E-L, is that right? l 

4 

A 

That’s correct.. 

5 

Q 

At this time we're' talking about the C-I-L ( 

6 

tax council being the one to come up with ^ 

7 

assignations of risk using the tax risk guard rails, v 

8 

is that correct? ? 

9 

A 

That ’ s correct . j 

10 

Q 

Did you participate in that process of the 

11 

tax counc. 

.1 of assigning risks? > 

12 

A 

On occasion, yes. $ 

13 

Q 

In order to reach an assignment of risk, ; 

14 

was there 

an effort to reach a consensus on the tax i 

,15 

council? 

\ 

1 

16 

■ . A ' 

I would say there was an effort to reach i 

17 

consensus 

though different people add different ! 

18 

levels of 

expertise so, there.fore, more influence, 

19 

say, on some points than others. 

20 

Q 

Would the manager for a particular , risk 

21 

have more 

influence for that risk, than, say, someone 

22 

v/ould have Vvho was in charge of a different risk? 

23 

A 

Typically. 
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l' 

Q 

Page 33 ^ 

Were there, any rules about majority votes < 

2 

or anything like that? j 

3 

A 

Not that I recall. Maybe it. sort of 

4 

worked ■ 

that. V7ay, I don't know, but I don't reraeirber .; 

5 

that we 

went that far. ? 

6 

Q 

Would you turn to the second page of i 

7 

Exhibit 

5 for your deposition? Do you see a column ■■ 

8 

that reads bundled royalty? 

3 

A 

Yes . ; 

10 

Q 

And do you see an entry in the leftmost , 

11 

CO lumn 

that says business purpose and substance? ; 

12 

A 

Yes . ( 

13 

Q 

Going over from on the row in the left ] 

14 

most column that says business purpose and substance ’ 

15 

over to 

the column under bundled royalty, vjhat is ! 

16 

f 

the nuTnber that ’ s assigned there or what are the, j 

17 

.numbers 

0 ^ 

18 

A 

If I'm seeing it right, it's five and | 

19 

fifty. 


20. 

Q 

And then do you know what that means in \ 

21 

this context? 

22 

A 

Do i know what it means in this context? ! 

23 

Q 

Yes . 
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Page 111 | 

1 would have to be paid when that one billion dollars ? 

2 was brought in^ is that .correct? 

3 A That’s correct. 

4 Q Did that have to be done before the end of J 

5 the year? J 

6 A That's my recollection. There was a ij 

7 relatively short time period we had to- implement and 

8 psy the dividend. 

9 Q In Caterpillar ' s. case did it have to 

10 borrow the cash in order to bring the money into the ^ 

11 United States? ; 

12 A I don't remember what v;e ended up having 

13 to do. ; 

14 Q Do you recall becoming involved in a j 

15 billion dollars being borrowed by Caterpillar in I 

\ 

16' order to take, advantage of the provisions of the tax i 

17 act? 

18 A I don't recall the actual meetings. I 

1,9 really don't remember. \ 

20. Q Do you see in the last full paragraph on 

21 the second page of Deposition Exhibit 13 where it J 

22 says failure to proceed will result in significant = 

23 additional tax costs, approximately 15 to 25 percent i 
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1 of any cash inoved to the U..'S. or the need to stop 

2 sv-zeeping all cash to the U.S. v?hich may require 

3 borrowing in the D.S. while holding cash off shore. 

4 What did you mean by that? 

5 A That if it got to the point that we had to 

6 just pay an outright dividend, we would incur 

7 significant extra tax costs,., 

8 Q Had the company been sweeping all cash to 

9 the U . S . ? 

10 A I use the term sweeping, but it wasn't 

11 necessarily sweeping in the sense of our, what do we 

12 call it, daily cash sweeps that the treasury guys 


13 

do. 


14 

a 

Is that what you were referring to? 

15 

A 

Different terms of art for sweeping blit 

16 

Q . 

in what sense did you. use the word 

17 

sweeping 

here? 

18 

A 

In the sense more of we would lend money 

19 

.bac)c,. we 

would purchase product from Cat, Inc., 

20 

various 

forms that were approved under the law. 

21 

Q' 

Did you typically keep, as of' the time 

22 

that you 

wrote this, -^■Ch'S'h off shore in sums of one 

23 

billion 

dollars or larger? 
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1 MB. TURNER: Object/ form. 

2 Q By yoU/ I mean Caterpillar. 

3 A I don’t deal with it on a .day-to-day^ 

4 month-to-month basis so I don’t remember. 

5 Q When you say repatriation without planning 

6 would cost over $200 million for 2005/ do you 

7 reiFiember how you forecast that? 

8 A Not off the top of my head. 

9 Q Where you say that such a course would 

10 move the ETR over one half point/ what is the ETR? 

11 A Effective tax rate. 

12 Q Then on the first page of Deposition 

13 Exhibit 1'3> is there an E-mail to Rod Perkins dated 

14 February 28, 2005? 

15 A You mean my sending it to Rod and Giles? 

16. Q Yesv are you simply forv^arding the E-mail 

17 that you had sent to Mr. Burritt to Mr. Perkins, 

18 Mr. Giles Parsons, and John Caviness? 

19 A Yeah. Yes. 

20 Q Is that what this shovjs? 

21 A ,Yes. 

22 Q And then up above that does that appear to 

23 be an E-mail from Rod Perkins to Daniel Schlicksup? 
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A Yes. 

Q Did Mr. Burritt approve the idea that you' 
had discussed in your E-mail dated February 2b r 
2005, to Mr. Burritt where you said in the subject 
line, authorization to proceed^ et cetera? 

A He would have or we wouldn't have 
proceeded. 

Q Did Mr. 'Oberhelman also approve it? 

A I really don't remember who all approved 

it. I know Dave would have approved it though. 

Q Do you see where Mr. Perkins says that 
Mr. Oberhelman approved it? 

A Yeah, I see that. 

Q Is that accurate? 

A I have no reason to question Rod's 
recollection or Rod's comment on hers. 

{At this point, in the proceedings Deposition 
Exhibit Mo. 14 v;as marked for identification.) 

Q Do you know if Exhibit 14 consists of 
slides or overheads that were used in a presentation 
to the audit coirmittee of the board of directors? 

A It looks like it's part of one of the 


presentations , yes . 
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Q Do you know if you gave this presentation 
or did someone else give it? 

A I don't know for sure. 

Q Does the front page refer to a June 2006 

date? 

A Yes. 

Q Do you know if at the December 2005 
meeting your department had been tasked to make a 
further presentation about tax risks later on in. the 
year? 

A Only from what we've reviewed today. 

Q Were you ever present for any 
presentations that Dan Schlicksup made to the audit 
committee of the board of directors? 

A I don't remember. 

Q Did you give a presentation with. Jahi.e 

Copeland on or about April 10, 2007, to the audit 
.committee of the board of. directors? 

.A I can't tell you that that v.’as the date 
but based on what you've got here, it probably was. 

Q Did Ms-. Copeland have some slides and you 


had some slides? 


830 


I 

(At this 

Page 116 5 

ooint in the proceedings Deposition. 

2 

Exhibit No. 15 was ir.ark.-ed for identification.) 

3 

Q 

Now, on the first page of Reran Deposition ) 

4 

Exhibit 15, do you see in the lovjer left corner 1 

5 

where it 

says Caterpillar confidential red? r 

6 

A 

Yes. 

7 

Q 

Is that the highest form of 

a 

confident 

iality at Caterpillar? 

9 

A 

To my knowledge, yeah. 

10 

Q 

Does it go green,- yellow, and red? 

11 

A 

Yes. 

12 

Q 

Do you see on the third page of Beran 

13 

Deposition Exhibit 15 that there is a slide or an 

1,4 

overhead 

and in the bubble, the yellow bubble it 

15 

says purchased finished parts distribution? Do you 

16 

see . that? 

17 

A 

Yes .. 

18 

Q 

Then on the next page in a yellow bubble 

19 

it says purchased finished parts distribution 

20, 

relative 

to the heading of that page saying after 

21 

Cat SARL 

Do you see that?' 

22 

A 

Yes . 

23 

Q, 

Then in the next page do you see w’here it 
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1 Q And then it says current cash sweep policy 

2 from non-U. S. sources through CSARL to offset a Cat, 

3 Inc., cash shortage position will eventually trigger 

4 U.S. tax, as tax free mechanisms for cash 

5 repatriation will soon be exhausted. Do you see 

6 that? 

7 A Yes. 

8 O What were the tax free mechanisms for cash 

9 repatriation that you were referring to there? 

10 A It would include a lot of things but 

11 principally it would be the payment of a dividend or 

12 the lending back pools of previously taxed income 

13 which can be rotated amongst the different lending 

14 subsidiaries. It could have included the purchase 

15 of exports from Cat, Inc. or other Cat U.S. subs for 

16 sale outside the U.S. Those would be the principal 

17 ones that come to mind. 

18 (At this point in the proceedings Deposition 

19 Exhibit No. 21 was marked for identification.) 

20 Q What was COSA, C-O-S-A? 

21 A Caterpillar Overseas S.A. SA stands for 

22 something like societe anonyme. 

23 Q Do you know what the COSA structure was 
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that you were referring to in this E-mail that 
appears to be from you to Dan Schliclcsup from 1999? 

A I'll have to read this closer. What was 
your question again? 

Q Do you know what the COSA structure was 
that this was referring to? 

A COSA structure, I don’t necessarily use 
COSA structure here. 

Q Well, on the subject line. 

A Oh, okay, up there, the old COSA. I'm not 
really sure. CCHSA is another or was, as I recall, 
another one of our Swiss companies. CCSA was the 
original Swiss marketing and parts distribution 
company going back to the early '60s. 

Q Do you know why in the third paragraph 
you're concerned about what would be said in 
overheads and handouts with respect to the COSA 
structure? 

A Not for sure. 

(At this point in the proceedings Deposition 
Exhibit No. 22 was marked for identification.) 

Q Shewing you what's been marked for 
identification for your deposition as Exhibit 22, 
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what was CLS? 

R CLS is Caterpillar Logistics Services. 

Q Did CLS have to bear any of the costs 
internally that were associated with — 

A Is this an extra page? 

Q It might be. Why don't we just put that 
away and I'll just ask you some questions about CLS. 

A Okay. 

Q Did CLS have to bear any of the costs 
associated with creating the CSARL structure insofar 
as it concerned the distribution of purchased 
finished replacement parts? 

A CLS can mean tw>o different things. CLS in 

some context when we talk purchased .service charges, 
it would generally mean more from a management 
accounting point of view. CLS, as I recall, many of 
these years was viewed as a business unit, logistics 
business. And so there's kind of a — there could 
be a difference between business measurements 
charges and legal entity charges without getting 
into the details here. I'd have to study it to 
figure out what we are talking about. 

Q Did you ever make a distinction between 
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maintenance costs and expansion costs when it came 
to the CSARL structure for distributing purchased 
finished replacement parts outside the United 
States? 

A Yes. 

Q Who did you think should bear the 

maintenance costs? 

A Because maintenance was known and could be 
budgeted in advance, we generally v/anted the 
existing business units and legal entities to budget 
for it and absorb it themselves. 

Q How about for the expansion costs? 

A It wouldn’t just be expansion costs. It 

would be any time that a change was pushed in after 
budgets were established that we'd consider some 
other business" measurement approach. 

Q On the second page down at the bottom of 
Exhibit 22 for your deposition there appears to be 
an E-mail from you to Dan Schlicksup along with a 
number of your direct reports and some others from 
you dated August 21, 2008. Do you see that? 

A Uh-huh. 

Q It says, "Do we knov7 much of their charges 
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as maintenance versus expansion? The maintenance is 
really accounting work, it seems. So is the 
expansion, but I'm more willing to pay that to get 
them to implement it. I guess I had forgotten or 
missed that they were including the maintenance 
costs. The original premise vjas we’d absorb the 
start-up when it came up midyear and they couldn’t 
budget for it.” 

A I think that's what I just said before. 

Q "The view was that we could explain it 
best. We vjent a little further with CLS as they 
were a contractor for the product managers." Do you 
see that? 

A Uh~huh. 

Q Who are the product managers? 

A Who are they? 

Q Yes . 

A I can't name names. I can't remember, but 

they are accountable for different of our products. 

Q How was CLS a contractor for the product 
managers? 

A In the context of business measurement 

system? 
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1 Q Well, in the context of purchase service 

2 charges. 

3 Because the product managers don't have a 

4 clue what our legal structure looks like and what it 

5 actually takes to sell a part so they basically 
5 enter into a contract with CLS to move the parts 

7 around. Accounting tax and others end up dealing 

8 with the legal structure of the company and making 

9 sure that everything actually flows and comports 

10 with law. 

11 Q When you say that the product managers 

12 don't have the slightest idea how a part is sold, 

13 how can you say that? . . 

14 A All they know is it goes through a 

15 warehouse and gets to a dealer. They know more than 

16 that, but I'm just saying they don't deal with the 

17 entire legal structure of the company. 

18 Q So are you saying that they don't 

19 understand all of the entities that are involved? 

20 A Correct. 

21 Q Did you cover in the tax department all of 

22 the expenses of CLS when it came to having the 

23 purchased finished replacement parts sold worldvjide 
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1 

other than 

in the United States through CSARL? 

2 

A 

I don't know if it was all, but in general 

3 

from a measurements point of view it would be 

4 

charged to 

me and I would explain what the costs 

5 

were as pa 

rt of the business measurements process. 

6 

Q 

In the E-mail up at the top of the second 

7 

page of Beran Deposition Exhibit No. 22, do you see 

8 

an E-mail 

that is to you from Rod Perkins? 

9 

A 

Uh-huh . 

10 

Q 

And it says, "Robin, very early her 

11 

charges v;ere primarily implementation, then they 

12 

became primarily maintenance. We've been paying for 

13 

both since day one." Was that accurate as of August 

14 

of 2008? 


15 

A 

If Rod informed me of it, I would believe 

16 

Rod. 


17 

Q 

Did you pay the maintenance and expansion 

18 

charges because you were worried that if you didn't, 

19 

the prodU' 

ct managers would not go along with the 

20 

expansion 

■p 

21 

A 

Product managers? No, 

22 

Q 

Do you see where Rod Perkins says, "but 

23 

you will 

recall, you were willing in the very early 
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1 years to pay those additional developments beyond 

2 our immediate scope to ensure the expansion remained 

3 on track"? 

4 A Uh-huh; I see it. 

5 Q What was the concern about the expansion 

6 not remaining on track if you didn’t pay those 

7 expenses? 

8 A Just the speed and complexity of working 

9 it through our approvals processes within the 

10 company, how many different people would be brought 

11 in routing and charging it one way versus another. 

12 Q Did you indicate to the product managervS 

13 that they wouldn't have to worry about changing the 

14 way they did business if they went along with, this 

15 expansion? 

16 A Product managers in the parts 

17 distribution, I don't really recall ever discussing 

18 parts piece directly with any product managers, 

19 Q Did you ever assure anyone at Caterpillar 

20 that the product managers would not have to change 

21 the way that they and their people did business if 

22 they would go along with implementation of the 

23 expansion? 
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Q Yes . 

A I have no idea. 

Q Did the tax department cover maintenance 
and expansion costs for other areas of the company 
to the extent they had to become involved with 
regard to changes in entities? 

A Changes in entities? That seems kind of 

an open-ended question. Could you repeat it? 

Q Why don't I ask it this way. What was the 
expansion that you were referring to in your E-mail 
at the bottom of page two, or the second page 
rather, of Beran Deposition Exhibit 22 in the E-mail 
dated 8/21/2008? 

A In '08? 

Q ■ What's being expanded in the word 

expansion there? 

A I don’t really remember. 

Q Do you remember when we talked about how 
the CSARL project, insofar as it related to changes 
in the entities that would handle purchased finished 
replacement parts, would create expenses that would 
go into the line on the income statement below cost 
of goods sold for administrative costs? It would be 
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9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 
21 
22 
23 


Exhibit 9. Do you remember how we talked about 
where that arrow was pointed and it was pointed 
towards selling general and administrative expenses? 

A Uh~huh. 

Q Would rhe maintenance and expansion costs 
be part of the administrative expenses of the 
consolidated statement? 

A You know, I don't really know. 

Q When you said in the second line of that 
E-mail that we've been talking about at the bottom 
of the second page of Exhibit 22 that you said "so 
is the expansion but I'm more willing to pay that to 
get them to implement," are you saying you don’t 
remember what charges were for expansion? Weren't 
the charges hundreds of millions of dollar 
accounting and other work? 

No. 


Redacted by the Permanen 
Subcommittee on Investiga Ions 


Q Well, let's look at that one specifically 
then. For that one did the product managers that 
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were involved in that limited circumstance have to 
eat any of the maintenance or expansion costs? 

A From an accountable profit point of view? 

Q Well/ whose department bore the expense? 

A From an accountable profit point of view, 

I believe they were charged to corporate tax as it 
would have been called, or global tax and trade. I 
don’t know. Yeah, global tax and trade. 

Q Was that true with respect to all of the 
maintenance and expansion costs as CSARL gained more 
and more of the territory of the rest of the world 
other than the United States? 

A Well, I don't know what you’re actually 
asking me. Could you repeat that? 

(Record read as requested.) 

A I think with whatVs happened over the last 
couple years they don’t charge us anymore. I'm not 
sure . 

Q Why have they stopped charging? 

A It's an internal measurement system so 
people change things because they think there's a 
better way to measure. I don't get to make than 
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Q Why was Dan Schlicksup moved out of the 
tax department? 

A Why? 

Q Yes. 

MR. TURNER: Object to foundation. 

A Why was he moved in? 

MR. TURNER: The question is do you 
know why he was moved out? 

A Not really. 

Q Do you know why he was moved in? 

A I was told a reason. 

Q Who told you a reason? 

A Dave Burritt. 

Q What did he tell you? 

A That he needed, Dan needed a home . because 
he needed to be moved out of the job he had been on. 

Q What job had he been on? 

A Something in logistics. I don't know 

exactly what it was. 

Q Did Mr. Burritt tell you why he needed to 
be moved out of logistics? 

A Not in any detail, 

Q What was the substance of what you were 
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levei of nsk structure or transadten creatss associated US GAAP SnterpretatiDn - Decision to 
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public. 
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Global Finance and Strategic Support Transformation Update 


The CFO Forum is leveraging the common commitment and understanding forged at the May GF&SS 
Managers' Conference to lay the foundation for the transformation. Multiple 6 Sigma projects are 
underway to achieve our global 2006 SMART goals, and we are seeing a shared global focus on 
substantially reducing complexity and risk. 

To continue the momentum from May, we have instituted global bi-weekly meetings to help drive the 
Global Finance &. Strategic Support Transfonriation. One meeting includes the 100+- business 
managers across the globe, focused on sharing progress on current initiatives underway, highlighting 
achieverments, and providing a forum to introduce key messages aligned with the CFO Forum. The 
second meeting includes designates of the CFO Forum and is focused on driving the disciplined 
program management, prioritizing transformation projects, and discussing and resolving 
transformation related issues. Lessons learned from prior global deployments continue to be 
embedded within the fabric of the transformation. 

We expect to deliver a business proposal in October with emphasis on 2007 plans but outlines the 
longer-term benefits of the process and systems efforts required for the investment in the SAP 
solution. This is a combined effort across Cat Production System Division (CPSD], the CFO Forum, 
and Systems+Processes Division (S+PD) as we collaborate with the business units to achieve Vision 
2020 . 

Within the CFO Critical Success Factors, we have made excelierit progress but have much more to 
do. 

People - Getting the right people on the bus 

• Global Finance Transformation- We continue to round out the core team, most recently adding 
key resources tor EAME leadership. Change Management and Communications, and 
continued strengthening of the Global Process teams. 

Process Excellence - Reducing risk and complexity 

• Global Finance Transformation- Multiple projects are underway, including Integration Partner 
selection, Transformation Deployment Strategy, Change Management and Communications 
Strategy, and 2007 SMART Goals Rollout and Metrics. 

• World Class Accounting— We have globally deployed the business manager toolkit as the 
foundation tor our common processes. Recruiting efforts tor mid-career professionals have 
increased to ensure we have the right people at the right time. 

• World Class Treasury— We are deploying Phase il SunGard with 6 Sigma. 
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Global Finance and Strategic Support Transformation Update 


• World Class Tax— We are documenting the “as is" and “to be" customs and VAT processes, 
which are nearly complete. Training and implementation are scheduled for the 4Q. 

• World Class Strategic Support— We rolled out the new front end M&A process with 100% of the 
applicable units adopting the process in Executive Office Reviews. 

Trough - Being ready for whatever economic circumstances brings 

World Class Strategic Support - We have gained agreement on the trough planning assumptions and 
actions in the Executive Office Reviews. This includes a trough planning review in every Executive 
Office Review. 

Systems Moratorium- We are working with CPSD and S+PD to develop a systems moratorium that 
stops the vast majority of changes to legacy finance and order fulfillment systems, with the noted 
exceptions of mandatory/regulatory requirements. 
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World Class Accounting Upciate 


Our global efforts on three key initiatives: a lower cost sustainable Sarbanes-Oxley process led by 
Corporate Auditing, Best GAAP, and our Global Finance and Strategic Support Transformation are all 
integral to World Class Accounting and to achieving our Global Finance and Strategic Support 
Transformation. Through a number of 6 Sigma projects, the first phase of our Best GAAP initiative has 
been completed with deployment to over 90% of our accountants globally. Succeeding phases will 
include enhancements to the tools as well as provide “make up” training to accountants missing the 
first phase. The following summarizes the deployment to date: 


People : 

We have completed a number of actions to ensure we have the right people in the right place for our 
financial reporting and fiduciary responsibilities. These actions include: 


1. Formation of the CFO Forum and Controller’s Council. These teams include the senior- 
most financial leaders across the globe that will lead process simplification and 
standardization. 

2. Placement of technical accounting managers throughout the globe based on risk 
assessment. 

3. Continued recruitment of high potential outside hires and development of our current team 
members. 


Focused courses are now available to individuals 

based on their business unit type, experience levels and corresponding responsibility combined with a 
few common core courses for all. The importance of our fiduciary work and maintaining technical 
competence is clearly visible through these actions. 
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Accounting and Disclosure Matters 


Process -- Business Manager Toolkit : 

A business manager toolkit has now been fully deployed globally to assist business managers with 
fulfilling their fiduciary responsibilities. The remainder of 2006, the Controller's Council and Corporate 
Accounting Vi/ill assist business units implement the toolkit. Beginning next year, business unit usage 
of the toolkit will be audited. 

The toolkit provides business managers a structured approach to identify, assess and address 
financial reporting risks. This approach includes: 

1. Evaluation of critical accounting policies and assessment of business unit financial 
statement risks. 

2. Rotating deep dive 6 Sigma projects to eliminate or mitigate financial statement risks. 

3. Monthly financial reporting checklist to provide best fiduciary practices aligned with 
SarbaneS-Oxley controls evaluation. 

4. Formal balance sheet and reserve reviews. 

5. More accessible accounting policies and practices with technical updates. 

These tools provide an auditable measurement of each legal entity's status vrith the focus on helping 
each unit improve. 

Process - Core Fiduciary Projects : 

Globa! deep dive 6 Sigma projects launched from the core and aimed at reducing financial reporting 
risk have continued on target in 2006. This year, primary areas of focus include: revenue recognition, 
intercompany receivables / payables, stock-based compensation, deferred tax assets and liabilities, 
post-retirement benefits and accounting for new entities. 
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Accounting and Disclosure Matters 


' Redacted by Ibc Pcrmao^t 
Subeomipittee on lavertigatwHW 


Accounting Pronouncements Update 

Following is a summary of guidance we expect to be issued in 2006 and its impact on 
Caterpillar: 


^M6mcco.uniinq ’:Pronouncements 


Upcoming Guidance 


Pending implementation 
►t .Amendment of SPAS 14Q 


IncwneTawspINAg} 


Awaiting Guidance 

Refiremant BensRs 


Eam;.Ta5 Pe Share 


Fa^ Value Idessurerranls 


A Acnjijiling farTra-ostais- 
Amendmart d SPAS 140 


Business Contbiitations 


Effective 

Date 


Final guidance 
eflediwe in 1* Qlr 2007 


rmd guidance 
eflectiue in 1" CJr 2007 


Rn^ gu'Kfancs 
expected h 3“ CSr 2005 


Fir)^ guidance 
expected in 2008 


Rnal guidance 
pend'pg PASS detocadons 


Pinal gtHdance 
expected in 2077 


Rr.al guidance 
expected in 20C7 


Financial Impact 



Minimal O Some 


> Significant 
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Tax Update 

World Class Tax Update 

Right People, Right Place. Right Time 

Increasing Global Tax presence in strategic global locations. 

• Global Tax Strategy Manager (Peoria) 

• APD Tax Planning Manager (Singapore) 

• China Tax Manager (Beijing) 

• Caterpillar SARL Tax Manager (Geneva) 

Improve Efficiencv/Effectiveness/Flexibilitv/Timeliness 

Developing common global processes. 

• Customs 

• Vat 

Simplifying the business. 

• Global Direct Tax Process Review 

Reduce Risk and Complexity 
implemented Tax Risk Guard Rails 


1995- 1999 Audit 


Redacted By The 
Permanent Subcommittee 
on Investigations 



Auyusf fl, 2006 


CATERPILLAR 

8 
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Caterpillar Inc. 


Global Finance - Tax Risk Management 

World Class Global Finance Operations to Support Vision 2020 


Page 1 of 7 
Confidenlta! Red 
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Redacted By The 
Permanent Subcommittee 
on Investigations 


The objective of tlie “Tax Risk Guard Rail Process” is to develop a dDcumented, more objective process that is 
capable of conveying tlie degree of business risk created by Uie portfolio of lax positions (Le. risk profile) to Global 
Finance, the Executives and the Audit Committee in a non-technical manner. 

Below are the activities taken to develop the Tax Risk Guard Rail Process. These activities were undeitaken by 
personnel of the Tax Function and Tax Accounting Function. Tlus is the same group of people that meets each 
quarter to discuss the tax provision for the consolidated financial statements. A straw-man was developed by the 
Tax Function wliiclt was then refined over 4 days of off-site meetings between the two groups. 


Process 


Step I in the process was to determine wbai busmess risks are created by tax planning so that we could compare 
each tax position to specific business Risk Categories. The folloviog are the Risk Categories ai^d their definitions. 
The list is patlemed after a basic list obtained from the Corporate Executive Board. This list is very common sense 
oriented and has a broad application to all businesses. 


• Technical Risk : The lev'el of risk a structure or Transaction creates regarding ful! compliance with the law, reguladons and 
court decisions. 

• Operational Risk : The level of risk a structure ortnujsaciion creates for e\’Cf>'day business operations. 

• CompliaDce Risk : The level of risk a struemre or transaction aeates for tax rerun) prcparailon, completion and 
submission. 

• Financial Statement Risk : The )c^•c! of risk a structure or transjKtion creates regarding tax accounting, financial 
siatcmeais or internal controls. 

• Manage ment Risk ; The probabiliw the above risks can be managed consistent with corporate tax risk policies. 

• Reputational Risk : The probability a sinjciurc or transaction will generate a negative impact on the compands image. 


Step 2 in the process was to detennine what criteria were indicative of the level of risk created by each tax 
position for each business Risk Category. Tlie following are tfie Indicative Criteria chosen for the 6 business Risk 
Categories stated above. 
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• TpfhnicaJ 

o Tax Law 

o Tax Personccl Continuit}' 

_o Industrs' Praclicg 

c Business Purpose* Substance 
o Consislenc5'A\iih Prior Positions 
o Magnitude of Cash Impact 
o Documenialion 

• OpeTational Risk : 

o Degree of OperaU'onaJ Change Required 

• Comoliance Risk : 

Q Compliance Requirements 
p Availabilirt’ of Data 

• Fmaacial StatenientRjsk : 

o G.^AP Rules 

0 Abiliu' to Estimate Reserves <fe Allowances 
0 Documentation 

p Impact on Financial Reporting Processes 
o Magnitude of Financial Staictncm Impact 

• Management Risk 

o Presence ol'Documentcd Tax Risk Process 
b AlignmenlBiiiwcen Actual Operations and Tax Rcquiremexils 
' 5 l^oiennaj tor uperanonat cnarge w/o 't ax Ad\ icc 

• Reputational Risk : 

o \^^aIl Street J oumaJ T est 

Step 3 in the process was to develop Determinative Questions for each Indicative Criteria so that simple yes or no 
questions could determine the level (low, medium or high) of risk created by a particular tax position for each 
Indicative Criteria. The following are 3 examples of the Determinative Questions for various Indicarive Criteria of 
3 different business Risk Categories. 
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■ Risk Cateaon’ - Technical Risk : 
o Criteria - Tax Law 

» DetenTilriative Oatstions 

L'owRisk :~Tfgrs"5bTiciurE brtrMsacboais compiete-lv consisteni with the applicable jaws, 
administrarn'e rules, and judicial decisions of the applicable juri5(licaon(s), then the risk is 
low'. 

• Medium Risk : ifibestmcioreortransaction is consistent tvith the applicable laws, 
adminisiraiive rules, and judicial decisions of the applicable juri5diaiQn(5) in ail significant 
resnecis. but not in some other respe<^, then the risk is tnedium. 

• High Risk : If the stnicture or transaction is not consistent with the Epplicablc laws, 
administrative- rules, or judicial dedsioos of the appiicabk jurisdjction(s) in some significant 
resraect . or we cannot dwennire the level of significance or consistency for any reason, or the 
structure or transaction is hot consistent with outside adt'ice in some significant respect, then 
the risk is high. 


• Risk Category - Financial Statement Risk : 

c Criteria — .-^biliri' to Estimate Resen'es &. Allowances 
■ Determina1i^•e Questions 

* l-o^v Risk : If the amount of die required reserve is reasonably estimable within onc-tent]i of 
one percent of the effective tax rale, then the risk is low, 

* Medium Risk : If '.he amount of the required reser\’e is reasonably estimable whiiin one-haif 
point of the effective ta.\ rate, then the risk is medium. 

* Hiah Risk : U'tbc amount of the required reserve is nm rcasunably estimable within one-half 
point of the effective tax rate, then the risk is high. 


• Risk Category - Reputatiopal Risk : 

c Criteria- Wall Street Journal Test 
• Deierminallve Questions 

• Lovv Risk : If the Company w-ould not be opposed to voluntarily disclosingtbis structure or 
transaction for a WSJ article or to employees, then the risk is low. 

• Medium Risk: If t he Comp an y would be opposed lo voluntariJv d isclo sing this strucitire or 

irarisactioQ for a WSJ arriclc or eraploYccs, but would feel comfortable discussing it if asked; 
then the risk is mediam, 

• High Risk : If the Company would not want lo have to answer aucstiOTis from the press or 
employees about this topic, then the risk is high. 


These are just 3 examples. There are Determinative Questions for each Indicative Criteria for each business Risk 
Category', Each tax position was given a score of 1 (low risk), 3 (medium risk) or 5 (high risk) for each Indicative 
Criteria. The scores for the Indicative Criteria were then weighted and averaged To compute a score for the tax 
position for the business Risk Category. The scores and weightings w'ere provided by the personnel of the Tax 
Tunciion and Tax .Accounting Function. Tlien each tax position was plotted on a scale as illustrated below. 
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Ridt Cmecrr^ 


Transadional Risk 


Opcrarional Risk 


Compliance Risk 


Redacted By The 
Perma nent Su bcommittee 
on Investigations 


Financial Acconjotixig Risk 


Risk 


Reputation Risk 


Step 4 in the process was to detennine which of the hundreds of tax positions should be plotted in this manner. 
Tlie positions plotted are those for which resen^es have been established that exceed SI 0 million per position, and 
other iteots for wliich there are no reserv'es establislted (consistent witJi Generally Accepted Accounting 
Principles), but arc important for other reasons such as the dollar magnitude of tiie issue. In essence, these are tlie 
tax positions tit at warrant monitoring and attention. These positions collectively define Caieipillar's Tax Risk 
Profile. Tliere were 12 positions plotted. The chart below shows the plotting of 7 of the 12 positions that scored 
the bughest overall risk. 




TraDsactiona! Ri&k 


rTperadoaHl Ri»k 


Compliance Ri$k 


Redacted By The 
Permanent Subcommittee- 
on Investigations 


FinapeiaJ Accouatiog lUsk 


Managcmcat Rhk 


Reputadon Risk 


Tax poshionlabeis and anioums are intentionally omiiiwl. 
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Each colored line represents a tax position. The point at which the colored line for each lax position inteisects the 
black horizontal line for each business Risk Category indicates the risk level that the tax position creates for that 
business Risk Category. Tlie- results of this process were not surprising to the personnel of die Tax Function or 


Next Steps 


At tlie June Audit Committee meeting, Robin Reran will provide the annual update on the Tax function. He will , 
present the full results of the Tax Risk Guard Rails Process, conclusions drawn from the results, and ^iswer 
questions from the Audit Committee. The Audit Committee will then be able to discuss and determine whether 
Caterpillar's Tax RiskProfile is appropriate. 

The Tax Risk Guard Rail Process ^vilI be an ongoing process to take into account new tax positions, iiew 
legislation, new court decisions and settlements wdtii the IRS. The Audit Committee will be updated annually or 
more frequently if appropriate. 


Suiumxin- 


Tax Risk Management is a function of balancing risk and return (i.e. tax savings). Prudent risk management 
requires companies to manage risk within a defined and documented "risk profile” 

The objective of the “Tax Risk Guard Rail Process” is to develop a documented, more objective process tliat Is 
capable of conveying the degree of business risk created by the portfolio of tax positions (i.e. risk profile) to Global 
Finance, tire Executives and the Audit Committee m a non-iechnical manner. 


Many companies liave recognized tliat the context of tax function wdihin the company must change from a “Black 
Box” or “Technical Silo” to an “Integrated” pari of the business. The Tax Risk Guard Rail Process is the first step 
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Agenda 

Audit Committee 
Caterpillar Inc. 
June 13, 2006 


1 . Approve minutes of Board Audit Committee meeBng of April 1 1 and April 21 . 

20 

95 


20 Redacted By The 

Permanent Subcommittee 
on Investigations 

135 


ri) This annual presentation will provide an update on Worid Class Tax initiatives supporting 
our Global Finance Translormalion, including tax guard rails". 


Redacted By 

Permanent Subcommittee on Investigations 


Audit Committee 
Eugene V. Rfe, Chairman 
W. Frrank Blount 
John T. Dillon 
David R, Goode 
Gordon R. Parker 
Edward B. Rust, Jr. 


CaierpillaT Cbr.ftdential: Red 
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Dave B. Burritt/OG/Caterpi[iar To Daniel Schlicksup/D&’Caterpiliar^CaterpIllar 

05/17/2006 06;50 PM cc 

bcc 

Subject Re: Fw: Audit Committee - June[3 

Calerpiliar. Confidentig! Green 

High level detail... first chart s/b the governance chart to show how Tax Council supports GFT... It's from 
our EOR... Robin's 1st Chart. 

Present very high level... it’s for the Board, Only dive deep to show an example;.. 

Make sure I see charts before we dry-run, too... get calendars marked , etc... 

Dave Burritt 
Caterpillar Inc. 

309-675-4020 

This message and any material contained in any attachment are intended only for the use of the 
addressee and may contain information that is privileged or confidential . If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution, dissemination , or use of any 
information contained in this message is strictly prohibited . If you have received this e-mail in error, 
please notify the sender listed above immediately. 

Daniel Schiicksup/QE/Caterpillar 



Dani^ 

Schlicksup/OE/Caterpiliar 
05/17/2006 10:20 AM 


To: Dave B. Burritt 

Subject Audit Committee - June[§l 


Calerpillac ConfidenUal Green Retain Unlit; 06/16/2006 Releniion Categoiy. GSO- General 

Matlefs/Admlnisl/^on 


j am working on a presentation, Any thoughts on the level of detail you want on g/r's? 
Pave B. Burritt/OG/Caterplliar 


Dave B, BurritUOG/Caterpillar To: Daniel Schlicksup 

05/1 5/2006 05:55 PM Subject Re: Rw: Audit Commitiee - Junel^ 

Ga tarp H lar C e wfi dtii ii iaf- G feeft fle te i n Um i l: 0 6 /1 4 /200 6 Rotantion C a i & a&fy; G & Q > G a n a rs I 

Matters/ Administration 


Agenda is being changed... guard rails w/b covered, too. 

Dave Burritt 
Caterpillar Inc. 

309-675^020 

This message and any material contained In any attachment are intended only for the use of the 
addressee and may contain information that is privileged or confidential . If you are not the intended 
recipient, you are hereby notified that any disclosure, copying, distribution, dissemination, or use of any 
information contained in this message is strictly prohibited , If you have recervsd this e-msil In error, 
please notify the sender listed above immediately. 
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Daniel Schlicksup/OE/Caterpiliar 


Schiicksup /OECatefpiliar 
05/15/2006 05:08 PM 


Td: Dave B. Burritt 

Subject Fw: Audit Committee -June 


Caterpillar Confidential Green Retain Until: 06/14/2006 Retention Category: G90- General 

Matt ers/ Ad ministration 


Hey, the only question is what role you want lhe guardrails to take in the annua! presentation? Two 
options at this point.... 

1. Annual update with some info bn the guard rails - we did them and review an example 

2. Short cut the annua! update and do deep dive on the guard rails 


Your comments please. 


Forwarded by Dante! Schlicksup/OE/Caterpil!ar on 05/15/2006 11:19 AM 



Robin D Beran 

<Ber3n_R0bln_D@cat.com> 
05/12/2006 06:11 PM 


To: "Daniel Schiicksup" 

Subject Fw; Fw; Audit Commitiee - June 


Caterpillar: Confidential Green Retain Unlit: 06/11/2006 Retention Categon': G90 - General 

MaCers/Administration 


Dan, ve need to' do a refresher review early next week. 
Robin 

3eranrdls,cat . cbm 309. 5 75. 447 8 


From': Robin' D Eeran 
Sent: 0.5/12/2006 0.6;08 ?w 
To: Dave Burritt 

Subject: Re: Fw: Audit Cornnittee - June 

We’re done with them from about. 5 v/eeks ago. 

Robin 

Eeranrai^cat . com 309.675. 4478 


from: -Dave B- Burritt 
Sent: 05/12/2006 06:07 PM 
To: Robin Eeran 

Subject: Re: Fw: Audit Cojnmttee - June 

.Are the guard rails net ready? 

Dave Burritt 
Caterpillar Inc., 

309-675-4020 

This message and, any material ebiitaihed. in .any attachment are intended only 
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fcr the yse cf the addressee and may contain information that is privileged 
or confidential. If. you are not the intended recipient^ you are hereby 
notified that any disclos'are, copying, distribution, dissemination, or use 
of any information contained in this message is strictly prohibited. If 
you have received this'e-mail in error, please .notixy "the sender listed 
above imrriediately , 


Sobin D 

Bexan/OS/Caterpil 

lar 


05/12/2006 06:05 


To 

To 


Dave B. 

Burritt/OG/Caterpiliar (3 Caterpillar 

cc 


Subject 

Re: Fw: Audit Committee - June 


Caterpillar: Confidential Green Retain Until: 06/11/2006 

Retention Category: G90 - 
General 

Matters /Administration 


True,- but X don't recall Gene ever indicated a timetable. We had said we'd 
have the first phase done for Feb (you probably recall our emails: on that), 
but it was.n’t put on the agenda. K'e're ready to go, either way. 

Robin 

Berenrd@cat.com 309 . 675 . 4478 


Original ISessage 

From; "Dave B. Burritt" [EU?JlITT_DAVE_B(3cat . coml 

Sent: 05/12/2006 06:01 ?M 

To: Robin D Beran <Beran_Robin_D@cat . com> 

Cc: "Daniel Schlicksup" <Schlicksup_Daniel@cet , com> 
Subject: Re: Fw: Audit Committee - June 


I will call All but. our instruction frora, Gene was on guard rails.... 
Dave Burritt 
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Dave Burritt 
Caterpillar Inc. 
309-675-4020 


This message and any material contained in any attachment are intended only 
for the use of the addressee and may contain information that is privileged 
or confidential. If you are not the intended recipient, you are hereby 
notified that any disclosure, copying, distrinutic-n, disssmination, or use 
of any information contained in this message is strictly prohibited. If 
you have received this e-mail in error, pleaSe notify the sender listed 
above immediately. 


Robin D Beran 
<Be r 3 n_Robin_D ? ca 
t.cono 

05/12/2006 04:19 
?M 


’’Dave 3. B'urritt" 
<BURRITT__CAV£_B0 cat- . CDm> 


"Daniel Schlicksup” 
<Schlicksup_Deniel$cat . CDTn> 
"Daniel Schlicksup" 
<Schlicksup_DanielOc£t , com> 


To 

To 


cc 


Subject 

Fw: Audit Committee - June 


Caterpillar: Confidential Green 


Retain Until: 06/11/2006 
Retention Category: G90 - 
General 

Matters/Administr&tion , 


Dave, .I’m OK vith this if you are. 
Robin 

Berenrd@cat,, com 309.675.4478 


From: Linda K. Caldwell 
Sent: 05/12/2006 0.4:16 ?M 
To: Robin Beran 

Subject: Re: Audit Committee - June 
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?.obin^ 

All said that you, hcva 20 minutes and ne wants you to focus on the usual 
"annual presentation" and. not tc bring np guardrails . If you think we need 

to ■'diBCU'S'S' guardTHl'i'S'; — we can da in a sepdieLe prcsejitation af'a 'lot'er'A/C " 

meeting. If you have any questions, please give AJ.i a obII or send him an 
eiTtail. 

Linde Caldwell 

Executive Assistant to the Vice President 
Caterpillar Inc. 

Corporate Auditing and Corrpiliance Div. 

Fh: 309-675-4762 

Fax: 309-67.5-5603 

Email : cald"well_linca_k@cat • com 


Robin D 

Reran/ QS/Caterpil 
lar 

To 
To 

Linda K. 

Caldwell/Oy/Caterpillcr.@Caterpillar 

cc 


05/11/2QC6 12 :31 
?M 


Subject 

Re : .Audit Committee - June 


Caterpillar: Confidential Green 


Retain Until:. 06/10/2006 


General 

Matter s/ Adm In istret ion 


I think, this works. I plan to spend a bit of tiirte on so-called risk 
guardrails, but I don't think we need to mention that specifically. I’m 
hoping to cover in 20 irdnutesj but if we get into much discussion of how 
the guardrails work we could take a lot of tirrte. !vct sure .hew we 
co.ntrol/plan for that. 

Robin 

Beranrd^cat .com 309 . 675.4478 


From: Linda K. Caldwell 
Sent: 05/10/2006 09:06 .AM 
To; Robin Beran 


PSI-TWLF-16-000219 



869 


S'ubject: Audit Ccramittec - uune 
Robin, 

Uife agcJjda lor tre Juna AudiL Cuiiuitl iL dd 
The description >re used before "was: 

This annual presentation will describe the process used for establishing 
income tax reserves for potential future -claims and any related risks, as 
well as current tax issues and planning. 


Is this description ck to use in the agenda niatsrials? Also, do you need 
20-30 minutes fcr this presentation?' 


Linda Caldwell 

Executive Assistant to the Vice Fresideht 
Caterpillar Inc. 

Corporate .Auditing and Compliance Div. 

?h: SOS-OTS-ilo? 

Fax: 309-675-6S03 

Small : celdw€ll_linda_k@cet . con: 
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G^ERPILLAR^ 

interoffice Memorandum 


Facility 

ADMINISTRATION BUILDING 

Date 

July 14, 2006 

Plant/'Office 

AB5390 

Department 

Administrative 

Attention 

D. B. Burritt 


Plant/Office Department Attention 


Divisional Operatiog Comments 
Corporate Tax - Mav/June 2006 


2006 Summary- fc Simficant Events 


Redacted By The 
Permanent Subcommittee 

on Investigations 

— — 
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D. B.Burrin 


4/18/20]! 


2006 Challenges 

• Ever-increasing cashflows from non-US sources to service US cash needs continue lo place pressure on the 
indefinite reinvesimenc status of CSARL earnings. We are working on planning, which is projected to provide 
between Slbillioiuo $1.5 billion repatriarion relief. 


Redacted By 

Permanent Subcommittee on Investigations 


RDBeran 

Director, Corporate Tint 
.AB4295 - Ext 54478 


CsterpSlar Perm No. 01-0e0»5-06 PC (2402} MS Wort 97 
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Daniol 

SchUcksup/OEA^atarpiUe r 
01712.7006 04:09 PW 


To a-jmnfOG-'CaifirpiUar^.Caierpdiaf 

cc 

bee 

SuJj/ed ConWentef Foflowjp re consui^anis' tecs 


/rj -i/ 


Cnie^inor Confdentlsl G-*%£n 


Dave, Please consider the facts below in order to assess where to go from here regarding the invoices m 
harvj that do not have suffidenl detail to review. Data on the 2005 PwC and E-&Y invoices 


Paid 

Based on one-line invoices S8.831.fl52 

Based on little, but insufficient detail 51.494,741 

Based on sufficient detail 

Total S1Q.326.594 


To Be Paid Total 

52.238.552 S11.070.404 

$893,103 S2.387.844 

$242.035 5242,035 

53.373.690 S13.7Q0.254 


E xamples of orie-line invoices includ e : 

• Progress billting for professional services rendered for the vaitistjon and restructijnng of the 
international operations of Caterpillar Inc. for November 

2095 S595.000 

• Progress billHng for professional seiN'ices rendered for the vatuaTion and fesinjchjring of the 
international operations of Caterpillar Inc. for December 

2005 .... ..,_..S650.000 

• Progress billing for professional services rendered in connedion with Fair Market Value Inlerest 

Apportionment and FSC consullir>g serivces for audit years 1995-1999 5950.000 

• Progress billing for professional serv'ices rendered for Ute vaHjalion a.nd restructuring of the 

inlematiorraf operations of Caterpillar lr>c. S1.175.DO0 

• Progress billing for professional services rendered for the valuation and restructuring of the 


Irtvolces with a tittle, but i.nsufficient detail indude a description similar to above, and names with total 
hours by name,, but not what the time was lor. 



With regard to the consuhanis themselYes - a couple of facts. First, when asked PwC said ihey would 
provide me deiail. bui hinied to me that ihoTequestihg perison was oe^ng unreasonaole. On o“neT*wC 
invoice a tax manager found 40 hours for an item we told them that we would do — it appears we are 
gpir^ to pay H znywzy, 2 PwC invoices totaling 274K were for audfi services, not tax service — but were 
recorded as tax services, not audit fees. Second, re E4Y, I received a 600k one-liner on Nov 22 marked 
Dk to pay. I called E4Y ar>d told them we needed the backup (who .tf of hours, rata etc.) and was told they 
would send the detail, 6 weeks later the same person says it was not E4Y policy to record what they 
were doing for us beyemd the name of a project erv3 wants us to pay ihe rest of the 2005 invoice. The 
600k was paid. 

I think there are two options. One — pay the past bills without supporting detail. Two - politely ask for 
detaiiprior to paymertL I think a level-set to cortsider is how many people would pay a personal Master 
Charge t^ll with this level of detail? Please let me know where you ward to go with this. I sm working 
qiDCkly lo impose some process discipline. 


This <5 where cost rtianagemenl begins. 1 will gel you a draft of a new policy for GF&SSD. 


( 

EXHIBIT \ 

tp j 1 

Rcdiicfed by thc PeiTOanent 
Siibcomiiifttec on Investigation! 
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return. Do you see that? 

1 

A. 

Caterpillar Overseas. 

2 

a; 

Yes. 

2 

Q. 

In looking at the second slide on the third 

3 

Q. 

Do you know if that was part of the 

3 


page of Exhibit 6 for your deposition do you 

4 


presentation? 

4 


see the green line that's labeled export 

5 

A. 

Yes. 

5 


incentives? 

6 

Q. 

Was it? 

6 

A. 

Yes. 







8 

Q. 

It was part. At the top of the third page of 

6 

A. 

No. 

9 


that exhibit do you see the slide that talks 

9 

Q. 

Do you see the green line that refers to 

10 


about what is an effective tax rate? 

10 


foreign earnings? 

11 

A. 

The bottom or the top? Okay. 

11 

A. 

Yes. 

12 

Q. 

I thought it was at the top. 

12 

Q. 

Do you know as you sit there today what that 

13 

A, 

Yep. 

13 


referred to? 

14 

Q. 

Did you already know before this presentation 

14 

A. 

As I sit here today based on understanding of 

15 


what an effective tax rate was? 

15 


the way our taxes work? 

16 

A. 

At a high level. 

ia 

Q. 

Yes. 

17 

Q, 

Did you already know what GAAP or general 

17 

A. 

Yes. 

18 


accepted accounting principles were before this 

18 

Q. 

What did that refer to at that time? 

19 


presentation? 

19 

A. 

What it refers to today is the foreign earnings 

20 

A. 

At a high level. 

20 


that we have in operations that we have outside 

21 

Q. 

And then did you learn during this presentation 

21 


the United States. 

22 


about how the effective tax rate and GAAP 

22 

Q. 

Do you see where it says impact of CSARL there 

23 


related to the Tax Department at Caterpillar? 

23 


appears to be a bracket that is covering 
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1 

A. 

At a high level. 

1 


somewhere between 31 and 32 percent at the top 

2 

Q. 

The slide that's the second slide on the third 

2 


and somewhere between 28 and 27 percent at the 

3 


page which refers to an ETR, do you know what 

3 


bottom? 

4 


ETR means in that context? 

4 

A. 

Yes. 

5 

A. 

Yes, 

5 

Q. 

Did you understand that to be a reference to a 

6 

Q. 

Is that an effective tax rate? 

6 


lowering of the effective tax rate at 

7 

A. 

Yes. 

7 


Caterpillar because of CSARL? 

5 

Q. 

Was this slide part of the presentation that 

8 

A. 

Yes. 

9 


you received when you to^ over? 

9 

"iX 

Did you have an understanding about why the 

10 

A. 

Yes, 

10 


effective tax rate went down as a resuit of the 

11 

Q. 

Do you see the identification of impact of 

11 


impact of CSARL? 

12 


CSARL on that slide? 

12 

A, 

No. 

13 

A. 

Yes. 

13 

Q. 

Do you have an understanding today? 

14 

Q, 

Were you in Geneva when CSARL started? 

14 

A. 

Yes. 

15 

A. 

I left Geneva in 2004. 

15 

Q. 

What is your understanding today? 

16 

Q. 

And when did you get there? 

16 

A. 

The understanding is that — is with a CSARL 

17 

A. 

In 1995. 

17 


structure overseas as kind of the hub or 

18 

Q, 

Were you familiar with CSARL when you were in 

18 


headquarters of our non-U. S. operations and the 

19 


Geneva? 

19 


tax rates there and that combined with the fact 

20 

A. 

No, 

20 


that with our global growth and the need for 

21 

Q. 

Were you familiar with COSA? 

21 


cash offshore that we bring it through the 

22 

A. 

Yes. 

22 


CSARL structure and then re-invest the money 

23 

Q. 

Do you know what COSA stood for? 

23 


outside the United StflaSTWLF-ls-OOOOls 
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Q. 

Did you have any understanding at all before 

1 

Q. 

Pardon me? 

~ 


you took over in December of 2007 the 

2 

A. 

No. 

3 


responsibilities for the Global Finance and 

3 

Q. 

Did you notice while you were there that some 

4 


Strategic Support area what the impact of CSARL 

4 


product managers moved to the Geneva facility? 

5 


was? 

5 

A. 

Yes. 

6 

A. 

No. 

6 

Q. 

How many product managers moved to the Geneva 

1 

Ci. 

When you were irTisiheva in youT three p’CSiTiDTJsr 




8 


there, did you ever have to do anything 

6 

A. 

I don't know the exact number. 

9 


different when CSARL started? 

9 

Q. 

Do you know where they came from? 

10 

A. 

No. 

10 

A. 

No. 

11 

Q, 

Did you in any of those three positions that 

11 

Q. 

Do you know what they were in charge of? 

12 


you had in — Well, strike that. When you were 

12 

A. 

They were in charge of product development and 

13 


in Geneva, who was the head of the Geneva 

13 


design. 

14 


facility? Was it Mr, Baumgartner? 

14 

Q. 

Do you know for which products? 

15 

A. 

You used the term facility. Are you talking 

15 

A. 

Wheel loaders, excavators, medium tractors were 

16 


about the building? 

16 


the ones that I would recall. 

17 

Q, 

Well, who was in charge in Geneva? 

17 

Q. 

Do you recall where those had been being built 

18 


MR. TURNER; Object to form. 

18 


in tenns of the ones they had responsibility 

19 


THE WITNESS: There’s multiple business 

19 


for? 

20 


units that operated in Geneva. 

20 

A. 

Where the products were built? 

21 


BY MR. O'DAY: 

21 

Q. 

Yes. 

22 

Q. 

Did you become a vice president while you were 

22 

A. 

Yes. 

23 


in Geneva? 

23 

Q. 

Where were they built? 
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1 

A. 

Yes, 

1 

A. 

Grenoble, Gosseiies -- Grenoble, France; 

2 

Q. 

Who did you repoit to when you were a vice 

2 


Gosselies, Belgium. 

3 


president? 

3 

Q, 

Were they responsible for anything on a global 

4' 

A. 

Vito Baumgartner. 

4 


basis that you know of? 

5 

Q. 

When you — Were you a direct report then of 

5 

A. 

1 don't know. 

6 


his? 

6 

Q. 

When I use the term purchased-ftnished- 

7 

A. 

Yes. 

7 


replacement parts In the context of Caterpillar 

6 

Q. 

And were there other direct reports of 

6 


Inc., do you know what those are? 

9 


Mr, Baumgartner? 

9 

A. 

Yes. 

10 

A. 

Yes. 

10 

Q. 

What are those? 

11 

Q. 

Who were the other direct reports? 

11 

A. 

Parts that go on our machines after the initial 

12 

A. 

Gerard Vittecoq would have been a direct 

12 


sale as a replacement for a component or a part 

13 


report. Chris Schena would have been a direct 

13 


that wears out. 

14 


report. He had strategy and business -- kind 

14 

Q. 

And are those parts that are manufactured 

15 


of a strategy group that would have been a 

15 


outside Caterpillar? 

16 


direct report into him. Stu Levenick was 

16 

A. 

Not in all cases. 

17 


running the Moscow operation. Would have been 

17 

Q 

Are you familiar with the term called worked 

18 


a direct report, Those would be the ones I’d 

18 


parts? 

19 


recall. 

19 

A. 

No. 

20 

Q. 

Did any of the three jobs that you have you 

20 

Q 

What would you cai! parts manufactured inside 

21 


had in Geneva concern themselves with 

21 


Caterpillar? 

22 


purchased-finished-replacement parts? 

22 

A. 

Caterpillar parts. 

23 

A. 

No, 

23 

Q 

And then in the do you 
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CFO Forum 
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1 

“ 2 " 


IW THE UNITED STATES DISTRICT COURT 
FOR THE CENTRAL DISTRICT OF ILLINOIS 
p^ OUXA "DIVISION "■ 


3 DANIEL J. SCHLICKSUP, 


i 0 COPY 


4 


Plaintiff, ) 


) 

5 VS . ) VOLUME 1 

) 

6 ) Ho. 09-CV-1208 

) 


7 CATERPILLAR, IHC . , DAVID ) 

BDRRITT, JAMES BUDA, ROBIN ) 

8 BERAN, ALICE BARBOUR, et al , ) 


9 

10 

11 

12 

13 

14 

15 
IS 

17 

18 

19 

20 
21 
22 
23 


) 

Defendants . ) 

The deposition of DANIEL J. SCHLICKSUP, 
called for examination pursuant to the provisions of 
the Federal Rules of Civil Procedure of the United 
States District Courts as they apply to the taking 
of depositions, taken before Paula A. Morsch, C.S.R. 
License No. 84-002965, a Certified Shorthand 
Reporter in the State of Illinois, on the Sth day of 
March, 2011, at the hour of 9:00 a.ra., at 
415 Hamilton Boulevard, in the City of Peoria, 

County of Peoria, State of Illinois. 


PAULA A. MORSCH, C.S.R. 

ADVANTAGE REPORTING SERVICE, 309-673-1881 
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Daves. Buniti/OG/Caterjjfflar To Daniel ScJiIicksi:p/QE/Calerpil!a:@Catefpii|ar 

' i^’W/20.b6 CW:56 PM cc 

Ixc 

Subject Classlltetiwi of PwC Fees 

CaterpUJar. ConnOeniial Gf^en 


Den, 

As a result of your concern about the categorizatfon of the audfl/aucfit related service fees , f asked Shared 
Jain to ask Natibrial Office for their interpretation . Attached is the conclusion reached by PwC that 

the fees are" dassiRed con-ectly as audit related. 1 trust this addresses your concern about the 
categorization of these fees. 

Regarding our meeting, 1 did not intend for you to feel intimidated by me. We have worked together a long 
time and you know I can become enthusiastic about a subject. You can trust I have confidence in your 
ability, and 1 want you to raise ethical Issues with me that you feel are Important forme to address. 
Likewise, I hope that you are able to raise issues with Robin, All and your peers too when it is appropriate 
to do so. That was my poirrtln our meeting. Please do not feel that as a result of you raising this concern, 
or for-any other reason that I v/ould not cor>tinue to deal fairty with you. 



Document pdf 

Dave Bum'tl 
Caterpillgr Inc. 

309-6754020 

This message and any material contained in arty attachment are Intended only for the use of the 
addressee and may contain information that is privileged or confidential . If you are not the intended 
recipient, you are hereby notified that any disclosure, qopying, distribution, dissemination, or use of any 
InfoiTnation contained in this message Is strictly prohibited . If you have received this e-mail In error, 
pfease notify the sender listed above immediately. 
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Independence Consultation Database 





Tracking Number 

0611130002 


Status 

Closed 

Requested by 

Sharad P. JairVUS/ABAS/PwC 

Consultant 

Kevin M. MitcheilAJS/ABAS/PwC 

Data Submitted 

11/13/2006 

Engagement Contact 

Sharad P, Jain/US/ABAS/Pv/C 

Additional Contact 

Phone No. 

309-675*6574 

Office 

Peoila/Chicago 


Are you a member of the Audit Engagement Team 
or the PnDject Engagement Team? 

O Yea No 

Enti^ Name 

Caterpillar Ina 

local Engagement Code 

Entity Location (country) 

United States* 

Lead Audit Partner Name 

Sharad P. Jaln/US/ABAS/PwC 



Concumng Partner Name 

Jay Henderson/Ua/A0AS/PwC 

Concurring Partner Phone No. 

312-298-49CX) 

Lead Manager Name 

Tom Hoekstra/US/AeASrPwC 

Lead Manager Phone No. 


is PwC the principal auditor of the entity? 

9 Yes No 


Oecembar3i. 200S 

Entity's audit (or other attest) report date 

02/13/2007 

is entity (or entity affiliate) listed In the PwC 
Independence List or GEMS? 

» Yes No 


9 Yes No 

If en^ is affiliate of en SEC registrant, indicate 
nafne of SEC registrant 

n/a 


is entity subject to Governmental Audit Standards Yes <9 No 
fYellow Book)? 


Please answer the following questions as fuHy as possible. Questions preceded by an asterisk 
requiro your responsQ in order to submit the inquiry. 

1. !s P\vC the principal auditor of the entity (i.e.. SEC issuer audit client or Ihe issuer's subsidiary) whose feses 
are being reported upon? 

rl4 November 2006 Sharad P. Jain) Yes. 

2. if your question relates to the proper calsgonzalon of the services, desc-hbaihe services. 

(14 Noverrtoef 2006 Sharad P. Jain) See description in 6. below. 

' 3. To whJdi periodfs) does the disclosure relate? 

(14 November 2006 Sharad P. Jain) Calendar 2005 and Calendar 2006 

4. Has the audit commitlee pre-approved our services? 

(14 Noverrfcer 2005 Sharad P. Jain) Yes. 


Hf 
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* 5. Yourquestion(s} 

(1 4 November 2006 Shared P. Jstn) Is the classification of certain services and fees described below as 
"audit-related" appropriate? 

" 6. Based on the fads provided, state your analyses and ccndusicris on Uie application of Pv/C policy and/or 
professbnaJ rules and regulations. 

(14 November 2005 Shared P. Jain) i. Quarterly and annual reviews ofCSARL’s reporting (2005 and 2005) 

Beginning Ln 199S» PwC's'tex department was engaged by McOermott VWli & Emery (Caterpillar's tax 
ccunsel) to assist them in various stnjctura! tax rate planning initiatives for Caterpillar that resulted in 
substanBat legal restructuring of Caterpillar's non US operafions to better atign the taxation of transaction 
frows v/ith how Caterpillar manages those operaUons. Concepftjally two key changes were made: 

1. Caterpillar, Inc. (the US company) was removed as the global purchaser of all purchased finished parts, 
replaced by CSARL an entity comprised of numerous legal entitles. 1 . Various changes were made by 
Caterpillar to plan and implement CSARL as the entrepreneur of manufacturing operations of France 
and Belgium, The lax planning resulted uKlmatety In 37 partnerships, PwC fees received rdated to this 
wCrk were reflected in the respective years* annual 10K filings as fees for tax planning. 

Due to eSARL's structural complexify and the fnaleriaiity of the related tax effects, Robm Beran. 

Caterpillar's tax director, and Rod Perkins, InlemEllonal Tax Planning, Manager engage PwC each year to 
perform reviews to assess CaterpiHar's compliance with the accounting and reporting requirements of the 
various CSaRL partnership agreements. These reviews generally occur quarterly, supporting the year end 
preparation by Caterpillar of a US GAAP report on the results of operations of CSARL by partner, and the 
annual report is the subject of a review report issued by PwC Geneva, The only user of this US GAAP 
revtev/ foporl is Rod Perkins, International Tax Planning Manager, who uses the report as the starting point 
in preparing the US tax compriance reporting of the CSARL partners subject lo US lax. These quarterly and 
arviual reviews and annual preparation of a special report by partner have curriinued since the inception of 
tlie CSARL slruclurc. 

PwC fees reJaled lo these services have been ref^eaed in the an.nual 10K filings as “auOii related" fees. 

The reason for this characterization by Caterpillar was that the nature of these particular PwC's services 
was no longer tax' planning. We also agreed with the Company that their nature was not tax compliance 
DOC3US0 at the core of tlie nature of our work were activities that cuirr.inaled In the preparation of results o! 
operations by CGARL partner using US GAAP. We did not classify these services as audit, as the scope of 
the services was, much moro extensive than PwC would have used for our global audit The global audit 
do^ not rely on this report by partner. Therefore we cslegorized these services as audit relaied. During 
o'uf yea' end audit of the irtcome tax provision, wc leverage some of the worX involved and essenliglly not 
again perform some of the 'eview procedures already made. Because the use of this infonmalion 
developed is secondary, no attempt is made io reclassify pflhe audit related fees as audit. 

2. Review of Formation of Luxembourg Holding Compar»y (Luxco) by Caterpillar (2005): 

Caterpillar engaged Ernst & Young and McDermott Wtil & Emery lo perform the tax planning to Implement a 
holding company structure for their European operations Ip facilitatB future dividend repatriations. PwC was 
engaged to pariodlealiy rev'ew key technical pOsitiorts established by the dieni and these (non-PwC) tax 

consult a nts befor e th e- p la nning w as imp le m e nt e d. ■ ’fi^ e- b u s l n e sc r e oBen - feK - C a t e rp i ti a r e ng a ging PwC to — 

review the planning prior to implementation was that their tax planning comprised many steps and 
Caterpillar did not want to take the. risk that they would concrete these complex restructuring steps and then 
have PwC find a technical flaw in the planning. Finding a Irohnicsl flaw after implementation could .meen 
unexpected taxation that could not be reversed. During this process, the restructuring plan changed many 
dries, so during this crtgagemenL PwC reviewed technical IssUes that later became moo? because rhe plan 
c-hanged, Addjtonally the benefits from the Luxco structure will be recognized In Ihe financial Siatemenls in 
fuiure years. Because the scope of PwC's review was more detailed and occurred before the planning was 
executed. Ihe fees for Ihis service were reflected as audit related. 

3. Review of Cassrpiliars Section 965 Dividend Planning {2CC5); 

Catertsillar eri'gaged Ernst & Young and McDermott Will i Emery to assist in the planning and execution of 
the dividends Caterpillar made during 2005 to lake advantage of Section 9S5of the Inlemai Revenue Code. 
Dividends were paid from numerous sources. Similar to the Luxco planning. Caterpillar engaged PwC to 
review the planning as key dectstons v;ere made rather than merely have PwC review at the completion as 
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part of the annual audit. Because our timing and scope were much different than if v/g would have merely 
audited the results at completion, we concurred whh the Corr^any's decision to classify these fees as audit 
r<?latcd. Note that the testing of the actual dividend repalriaaon was performed as part of the year end audit 
and the retovant time and fees included in the tax provision review as part of the annua! audit. 

' 7. Provide appropriate citations from PwC policy and/or prafessionat rules and regulalicns, 

(1 4 November 2006 Sharad P. Jain) See discussion in text In 6. above. 


Excerpr, U.S Independence Policy section 4170: 'Hic rule requiring disclosure ofaudilnr fees 
does noi use the brpadcr defiiiitlon of audit client that is applied for persona} nnancial and scope 
of service restrictions. Instead, the rule regarding the proxy/information d isclosure.^ applies to the 
Sne issuer uudii client and its sub-siditirics. Specifically, equity invcstincnts that nre material nnd 
arc considered affiliate.^ for personal nnancial aj\d scope of service restrictions arc e.Nchided front 
the prc-appruvai and proxy/information disclosure rcquircmenis. 


Requestor and Engagement Team Comments 

{14 November 2006 Sharad P. Jain) Audit team believes the fees are oroperfy classified as audit 
'■elated irt the client's disclosure. Client CFQ has asked us to consult with the Inriepenrienre Office to 
confirm our views. SPJ/Nov 14, 2006 


Additional Contacts Comments 
Consultant Comments 
Reviewer Commants 
Final Conclusion 

(17 November 2006 Kevin M. Mitchell) My comments related to each of the items are as follaws: 

(1) I concur with the conclusion of the engagement team v/»th respect .o classification of the fees as 
audit related for the reasons died. We also discussed the nature of the worK performed wiih respect 
lo the quarledy reviews and special report issued and concluded PwC v/as not involved In the 
preparation of financial statements that are filed with the SEC or form the basis of financial 
statements filed with the SEC. 

(2) &(3} We discussed the nature of the services provided and fact that PwC was being 
engaged to provide a conlemporaneous review of the lax planning advice being provided by 3ra 
party advisors engaged by Lhe company to make sure PwC understood the tax planning and agreed 
witn the ireaiment in connection v^ith our rote as auditors. The fact that iho work performed was in 
greater detail than whal would have normally been required from an audit perspective supports the 
classiflcation as audit related. AddiUonaiiy. as PwC was not hired to provide tax advice in ccnnection 
with this engagement but to review the lax advice provided by oiners in our rote as auditors. 1 concur 
With the engagement team that il is appropriate to disclose the fees as aud'r, related as opposed to 
tax fees. 

Reason for Cancellation 


Attachments 


Memos 
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CATERPILLAR 


ROCK SOLID 2012 Year in Review. 


Forward-Looking Statements 

Certain statements in this 2012 Year in Review relate to future events and expectations and are fotward-iookirvg statements within the meaning of The Private 
Securities litigation Reform Act of 1 995. Words such as "telieve," ''estimate," "wifi be." "wnii," "would," “expect." ".anticipate," "pian," "project,'' ''intend," 
"could,'’ "shoulG" or other similar words or expressions often identify forv^rd-looking s^tements. Ai! statements otlrer than statements of historical fact are 
for^.vard-iooking statements, including, without 'imitation, statements regarding our outlook, projections, forecasts or trend descriptions. These statements do 
not guarantee future performance, and we do not undertake to update our forward-looking statements. 

- ffer materially from those described or implied in our forward-looking statements based on a number of factors, including, but 

I i‘ i) lUioLir ;i on ; condiboivs end economic conditions in the industries and markets we sea^e; {ii} jov n lia scalpolirues and 

itch tR uit. spH t !ir It I u,<ii modityot component price increases, fluctuations inciema-ndforcorproducts. Ii t v n t\ f aw materials and 
nmpcn n po'^ s nrli cur '■ eel; iivlour and ourcustomers'. dealers' endsuppliers' ability to accessandnanage q dt (lo a and economic risks 
'-,-1 !|-^ "’'jfiig rtt oral or interrifitionalconflictsandcivil unrest; ivijourandCat Financiarsabiliivtci: rna an p' i d material increases 

in faorrowinc! costs, and access capital markets: fviil the financial condition and credit worthiness of Cat Financial's cu l n f ha g s in inteiesi rates or 

iriarkot liquidity: 'i>!) changes in financial services regulation; jx) inability to realize expected benefits from acquisit on >r 1 1 n Aft j Machinery limited, 
and divastitures. including the divestituie of the Bucyms imemational Inc. distiibution business to our independent rJealsrs: {xi) international trade and investment 
policies: (xi)} market acceptance of our products and services; (xiii) rtianges in the cwnpetitiy'e environment, including market share, pricing and geographic and 
product mix of sates; (xiv) successful Impiememsiion o1 capacity expansion projects, cost reduction initiatives and efficiency or productivity initiatives, including 
the Caterpillar Production System: (xvl inventory management decisions and sourcing practices of our dealers or original equipment mamiiaclurers; |xvi} compliance 
with Bnvifonmenial laws and regulations: ixvii} alleged or actual violations of trade or anti-corruption laws and regulations; (xviii) additional fax expense or 
exposure; (xix! currency fluctuations; (xxj our or Cat Financial's compliance with financial covenants; (xxi) increased pension plan funding obligations; !xxii) imion 
disputes or other labor matters; Ixxiii) significant legal proceedings, claims, lawsuits or investigations; ixxivj compliance requirements imposed if carbon emi,ssions 
legislation and/or regulations are adopieif: (xxv) changes in accounting standards: lx»':) failure or breach of information technology security; (xxvii} adversse effects 
of natural disasters; ancifxxviii) other iaciurstiescflbedin more detail under "Item 1A. Risk Factors" in ourl'otm 10-K filed with the SirCon February 19, 2013 for 
the year ended [lecemfieruL 2012. This filing is available on our website si www.caterpiliar.cont/secfilings. 


Trademark Information 

CAT, CATERPILLAR, their respective logos. "Caterpillar Yellow" and the POWER EDGE trade dress, as well as corporate and product identity used 
herein, are trademarks of Caterpillar and may not be used without permission. Cat and Caterpillar are refjistered trademarks of Caterpillar inc„ 
100 N,E. Adams, Peoria IL 61629, 


© 201 3 CATERPILLAR PUBLIC RELEASE Ail Rights Reserved. Printed in the U.S.A. 






892 


SiTERPILLAR’ 



Chairman's 

Message 


When faced with chaiienges, it's how we respond that defines us. 
2012 was full of chafienges lor the Caterpillar team, but our response 
to evofYthing that was thrown at us was rock solid. 



FURTHER POSmONiNe OURSELVES 
FOR SUtXESS: GLOBAL GOVBtNMENT 
& CORPORATE AFFAIRS 

We believe that Caterpiilar and our 
dealers deliver the best products and 
seA'IcBS inithe world. However, the 
actiwis that governments take around 
the wortcl carj have significantimpact on 
pur buslheiss; oUr erh 
and stockholders. The world is a big 
place, andwetiave pig issuesto face. 
But at Ceterpillar. we don't just watch 
dteworldgoby— tt«getinvd\^. , 

We have a strong voice on the key 
issues ^trade, energy, infrastructure 
araj tax — tfrat ensure ^(wvdi and glirtsat 
competiti^ness in die world's (Konwny. 
In 2012, v!^ led the way in support of a 
new U.S. highway bill --- sending over 
40,0C© letters from employees, dealers, 
suppliers arwi customers fw legislation 
that will provide investment in robust. ' 
modem infrastructure that can handle 
the rising exports to our customers 
around the wofld- 

(CWU^KIKI) 


Nowadays it seems there aren't many things that are rock solid, The global marketplace is constantly 
shifting <md economies around tire wmid face uncertainty on a variety of fronts — ftscaily, polmcaliy 
and socially. The world struggles to address concerns like energy, infrastructure, workforce 
readiness and how to compete in the global economy. And our customers also face challenges 
like never before. 

tt’s hard to grasp anything solid, steady and reliable anymore. But that's exactly what we try to be 
for our customers, stockholders, employees, dealers and suppliers. Wo live by our core values of 
Integrity. Excellence. Teamwork and Commitment, And as we do business in every corner of the 
globe, our values guide us to be fair and consistent, You know what to expect when you deet 
with Caterpillar. 

Our products have always been made to be lough, durable and reliable. And we keep a constant 
focus on quality. In 2012 product quality was at a historically high level. Great news! But it's even 
better when you note tliai we also had historically high volumes and were introducirtg Tier 4 Interim 
products to the market. 

The team has really delivered. I'm happy with quality, but even more importantly, our customers 
are haj^y. We are receivitig very' positive input from the field — rock solid! 

But our jerf) doesn't end thwe. Today our customers count on us for much more. 

That's wtty we innovate. In 2012 we spent $2,5 billion on research and development. Our engineers 
and technologists are working on products anti services for our customers both today and well 
into the future. 

That's Virfry we lead. Caterpillar has been an outspoken voice on the issues that affect our customers, 
it’s up to us to educate our employees, communities and government officials on our position 
regardirrg tofHcs (ike trade, tax, infrastructure and energy. 


Icont'inuedI 
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CATERPILLAR* 


ROCK SOLID 2012 Year in Review 


Chairman's Message (continued) 



And that's why we maintain internal strength. At Caterpillar, we talk about controlling what we can 
within our four walls. The world around us is going to keep changing, arid we have to be ready 
for anything. We do that with rock solid operations. We focus on mairitainirig a strong balance 
sheet, having efficient processes in our factories and offices and developing the best team. 
That's how we stay strong. 

Rock solid doesn't imply perfechon. We make mistakes — everyone does. Rut we learn from them, 
and the lessons we learn make us strortger. 

And you'll see that strength throughout our Year in Review. Our customers, our employees and 
our communities are doing amazing woi1<. and I'm proud to share their stories with you! 

Here are just a few highlights of some of the rock solid accomplishments we had in 2012. 

• Achiev'ed record sales, revenues and profit in 2012 

• Opened the Caterpillar Visitors Center 

• Displayed our largest exhibits ever at Bauma China and MineExpo 

• Invested $60 million in our communities through the Caterpillar Foundation 

• Announced eight new facilities and expansions 

• Registered the lOO.OOOlh machine using Visionltnk^ 

• Manufactured the first ever machine in Thailand 

it's been a big year for our team! I’m proud of all that we havo accomplished, and I look forward to 
much of the same in 2013. 1 (^n't predict the future, and 2013 could be a tough year. But our team 
is prepared to execute and delK^er tto matter what the circumstances. 

We have big plans for our people, our customers and our stockholders, and we will delivor the 
rock solid performance they have all come to expect! That's what makes our company rock solid. 
No matter what is happening in the world around us. we wilt always be prepared and ready to act. 



Doug Oberhelrnan 
Caterpillar Inc. Chairman and CEO 




Chairman's Message 5 
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We were also a leaning voice rn urgirrg 
Congress to establish Permanent Normal 
Trade Relations IPNTR) with Russia — i 
another step toward job creation and 
inyestiTient, that will open markets and 
iherpase economic growth. , 

While these are impurtanl victories, 
we still have a lot of work to do. We've 
repositioned, our glpbaterigagerrientv 
. strategy' and;created:a hew divi 
GlpbarGavernimenf& Gorporate 
:to:enst!re;yve,a,r8.:ey,en:b^ 

. tp;|nakie e'jios diffetefice arouiici Ithe:; , 
ii^oH.d^iUhder^^e.ieadefshipibf^O^ 

.^iCe President Kethryh^k^^^ 
eveh.stronger business fpcus.thaf' 
fOrthef a'Iign global government. teems. 
aCfoss the ente^fise. It's a cbmmitment 
to bur custorhers,. dealers, eimployees and 
'aliibf.ourstocMioldefsiWe'llcontinuetb 
ensure we have the right team in place to 
tell oLif story and share, the challenges 
we faceias a global corporation. To learn 
rhore 3 bput our involvement, visit 
catBrpiilar.com/company/globai-issues, 
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Saudi Arabia's typical barsb desert conditions are occasionally 
interrupted by sudden, torrential rainfall that usually results in 
serious flooding. For the town of Jeddah. Saudi Arabia's second- 
largest city, the problem is an outdated sewer and drainage 
system ^at cannot handle large wafer volumes in downpours, 
according to Caterpillar Industry Sales Manager Maarten 
de Haas. In 2QQ9 and 2011, the city experienced devastating 
floods that destroyed businesses, left roads submerged and 
killed nearly 500 people. 

This recurring devastation prompted the Saudi government to develop 
3 permanent soiutiem for the water drairrage problem — a S171 million 
citywide stormwater, flood-control and wastewater infrastructure 
improvement program, The program calls for the construction of five rlams, 
the expansion of existing stormwater canals in northern, southern and 
eastern Jeddah, and the constructiorr of a new canal adjacent to a major, 
international airport The new system will allow water to be collected 
in dams and then channeled underneath and around the city to the 
sea to prevent future flooding in the city. 

At the heart of this long-awaited resolution are Cat*’ machines. More 
than TOO Cat machines will support this much-needed project, working 
around the clock to complete it in less than eight months. 

"We are using Cat machines because they have the best up time and 
best productivity," said Caterpillar customer and Chairman of the Board 
of Directors of the Saudi Pan Kingdom Company (SAPAC) Shaikh Suiaiman 
Ai-Harbi, one of the major contractors on the project. "Our main challenge 
for this project is its short time, frame, so we wanted to ensure we were 
dealing with reliable machines, as well as working with a dealer with 
a good reputation that could support our project needs." 


Al-Harbi said the aftersales support provided by Cat''*' dealer Zahid Tractor 
was a mTajor factor in Their docision to use Cat machines. Throughout 
the project, Zahid has provided unrnatchod suppoiT. parts and service 
support, as well as weekly operator training and riemonstrstor visits. 

The Jeddah stormwater and drainage program is just one of many 
projects improving the infrastructure in Saudi Arabia, The country has 
infrastructure development and improvement, projects under way 
at all levels. In 2012 alone, nearly $25 billion was budgeted for 
infrastructure development 

For instance, the Saudi Railway Organization awarded Caterpillar 
customer SaariAi Mobty & Partners a $1.7 biilion-pii,is contract for 
the construction of a bypass to move its existing railway from the city 
center of Al-Hofuf. The new railway will reduce the amount of traffic 
in the city significandy, while improving its current railway system, 

"We consider Caf* products to be the best brand witfi the best value and 
quality worldwide," said Majed Al Mobty of the Mobty Company, who 
is using Cat^ equipment exclusively for this job. "T'he machines offer the 
best productivity and best product support with the least running cost," 

Mobty has more than 100 Cat machines on the job site, in addition to 
three Caf' generators. The machines are working in harsh conditions, 
cutting nearly 10 million cubic meters of limestone and filling 8 million 
cubic meters of desert sand, while constructing nine bridges and 3,000 
meters of pipeline protection. Zahid 'iractor has provided two qualified 
technicians to remain on site to perform w'arranty repairs and preventive 
maintenance throughout the duration of the project, as well as a certified 
demonstrator to train operators on site. 

The nearly S200 million USD (SR 750M) project began in April 201 1 and is 
estimated to take three years to complete. To date, more than 35 percent 
of the project is already complete. 
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Energy consumption is rising rapidiy, driven by worldwide 
population growth, developing economies, improving global 
living standards and the use of ever more energy-dependenl 
technologies. Access to affordable and dependable energy ts 
also critical to energy security and economic prosperity. 

At Caterpillar, there is support for the development and utilization of 
all energy resources — both tranitiona! and alternative. The world 
needs more of everything — and when Caterpillar thinks power, it's 
not considered in terms of diesel or gas. but diesel and gas. 

Natural gas presents important opportunities as its availability iraeases. 
along with the development of technologies to use natural gas in 
more products. Caterpillar has announced its intent (or developing the 
technologies our customers need to accompany t!^e growth in natural 
gas. To this end, Caterpillar acquired MWM Holditrg GmbH (MWMi in 


2011, enabling the company to significantly expand customer options 
for sustainable, natural gas-powerc-ci solutions, Caterpillar announced 
that mining mucks and locomotives will be among the first Cat^ machines 
to incorporate high pressure direct injection (HPDI) technology, extending 
the commitment to natural gas across its high-horsepower product lines. 
Additionally, the Dynamic Gas Blending line of retrofit kits for energy 
exploration and production engines was introduced. 

Caterpillar is one of the world’s leading technology suppliers to the 
diverse energy market, and leverages its technology and innovation to 
meet the worlds growing energy needs. Gas continues to be a significant 
opportunity for the company and its customers. Natural gas could be a 
game-changer, and. at Caterpillar, there is a clear strategy to enable 
success in this exciting market, 

To learn more more, visit caterpiilar.corn/naturalgas. 


Features 8 



897 


CATERPILLAR* 



Progress Rail Services and Electro-Motive Diesei (EMD) are 
committed to increasing capacity to produce locomotives 
globally. Rising oil costs in recent years have made railroads 
a more efficient transportation alternative than trucking for 
long hauls. 

Since acquiring EMD in 2D10, Caterpillar and Progress Rail have made 
significant investmen ts in new equipment and plant improvements to 
enable the crea ticn of new products and services to meet the growing 
demands of the international railway industry. With new locations 
located strategically around the world, Caterpillar is well-positioned 
to meet the challenging competitive realities of the global oil industry 
and to provide quality products to customers around the world. 

The Muncie, Ind., facility is the first locomotive assembly plant to open 
in ttte U.S. in many years and marks Progress Rail's strategic approach to 
compete and win in the global railway industry, in less than two years, 
this facility has completed 100 diesel-eteclric locomotives for customers. 


in Souti America, Progress Rail, through its subsidiary, MGE Equipamcntos 
e Servicos Ferroviarios Ltria. (MGE), ha.s located a locomotive manufac- 
turing facility in Sete Lagoas, in the state of Minas Gerais, Brazil, to 
better serve the diesel-electric locomotive market in this region. The 
company made an investment to open and modernize the existing 
manufacturing plant to produce world-class locomotive.s. This state-of- 
the-art facility, which has the potential to create jobs, assembles and 
manufactures EMO-branded locomotives in a 1?„DOO-square-meter 
space on a 100,000-square-meter site. 

Since 2008, Caterpillar has demonstrated its rail commitment by 
investing more than S2 billion to meet customers’ growing needs. 
Through Oiese collective investments, Progress Rail and EMD are 
positioned to produce the most durable, reliable and sustainable 
locomotives in the world. 
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Caterpillar's forestry roots date back to ^e 1890s, when the Best 
Manufacturing Company and The Holt Manufacturing Company 
used steam traction engine tractors in logging applications. 
Today, forestry is a strategic business for Caterpillar and its 
dealers. The "skidder," a machine used to pull harvested trees 
out of the forest, was not expected to replace Cat^ track-type 
tractors for logging — even wi^ its advantages of speed, power 
to pull big loads and maneuverability around stumps. But loggers 
saw production improve with a machine designed to meet their 
unique needs, and the skidder became the first in a full line of 
Caterpillar timber harvesting machines marketed worldwide. 

"In 7 ^\ 2 . Caterpillar Forest Products improved product quality, introduced 
new machines and work tools and expanded our presence in international 
markets," explained John T, Carpenter, who led Caterpillar Forest 
Products through 2D12. 


Coliahurdtiont blenJed the be.st of Caterpillar with other companies 
to produce additional new forestry proaucis. i ne rreniice/tpsilon 
seif-loader, which is mounted on a log truck, brings exceptional speed 
and precision to loading and unloading logs, and the Oemlone bigh-iift 
log handler stacks logs up to 6,1 meters lor more olftcient use of 
ground space in a wood yard. 

EDUCATION 

increasingly, logging contractors are having a difficult time finding 
qualified equipment operators. To answer that need, a community 
college in North Carolina launched a course in 2012 to train operators. 
Caterpillar Forest Products is an important partner in this program by 
providing guest instructors on maintenance and safety and loaning the 
machines needed to teach students how to harvest trees, transport 
them out of the forest and load them onto trucks, 


CUSTOMER FOCUS 


NEW PRODUCTS 

During 201 2, Forest Products added a third mode! to the Cat® C Series 
wheel feller buncher. Through a new design, this machine meets more 
stringent EPA emissions regulations while delivering more horsepower 
and burning less fuel than competitive machines. For loggers working 
in rough terrain, a new track feller buncher went into production in 
preparation for an early 2013 launch. And in Brazil, where eucalyptus 
is the primary timber crop, a specialized work too! to delimb and strip 
the bark wa,s introduced. 


The foundation for Caterpillar's growth in the forestry market and the 
origin of ail accomplishments in the last year is the business unit's 
focus on the "Voice of the Customer," Product councils consisting of 
loggers and dealer representatives are involved in new product design. 
Customer plant tours include give-and-take discussions with product 
engineers. And product specialists arid engineers visit customer job 
sites to see firsthand v\+iat loggers need to do their jobs. 

"We design products that originate from a deep understanding of 
customers’ needs. Our daily focus in ail we do is on our customers. 
This customer-first focus is ingrained in the business' culture and is 
what will propel Caterpillar Forest Products to even greater success," 
notes Carpenter. 


Features 10 





899 


OITERPILLAR 




900 


CITERPILLAR’ 



Caterpillar's 85-year leadership position has been largely built 
on the ability to listen and respond to customers, in recent 
years, emerging markets have produced a new type of customer 
with new needs. 

"Over the pest tv\'p decades, new customers in developing economies 
have increasingly comprised a larger portion of the global industry, 
especially in countries like China where a lot of newer contractors are 
entering the business," explained retired Conslructinn Industries Group 
President Rich Lavin, "These new'er contractors value an entry-level 
product as they come into the industry, They're looking for a machine 
that performs well, but with different features and service support." 

Emerging economies are not only producing a new type of customer, 
but also developing a new type of competitor. 

"These new competitors are entering the market aggressively, and dearly 
targeting these new custorriers by providing products and services aimed 
at their unipue requirements," said lavin, "If we’re going to compete 
effectively against the growing number of emerging competitors — 
especially our Chinese competitors — we must have a utility product 
line that meets the needs of our customers." 

Caterpillar's utility brand, Shandong SEM Machinery Co„ Ltd. (SEM), 
targets this fast-growing customer base in China, as well as other parts 
of the world. Although the value proposition of SEM is fundamentally 
different than that of the Cat brand, SEM offers sturdy machines with 
greater parts availability and support than other utility competitors. 


Sines purchasing SEM in 2005, Caterpillar has invested significant 
resources to develop new utility models with improved product quality 
and reliability. SEM has expanded its historical product line of wheel 
loaders to cover a range of utility requirements from two to six tons, 
it has also added three motor grader.^ and three soil compactors to its 
product line, in 2013, SEM is introducing SEM-brandeci track-type 
d-actors to further expand its product portfolio. 

In addition to expanding the product line, SEM has also added capacity. 
When complete in 201 4, SEM’’^ wheel loader capacity will have nearly 
tripled since becoming part of Caterpillar, SEM has expanded manufac- 
turing to begin production of SEM-branded track-type tractors for China 
and other growth countries, ramping up through 2013 and 201 4, Beyond 
product and manufacturing expansions, SEM also ha,s expanded its sales 
and sea'ice support. SEM^ dealers are now in 33 countries to provide 
sales, parts and basic service support capabilities. In 2013, SEM is 
adding dedicated parts distribution centers outside China. 

"Our SEM^- product line serves us very well." explained Caterpillar 
\dce President Tom Bluth, who had respon-sibility for earthmoving in 
2012. "It gives us the opportunity to position ourselves in China and 
other growth markets, but more importantly, it enables us to serve 
customers early in their industry experience and move them over time 
toward the Cat brand value proposition, establishing a relationship 
that will keep them with Caterpillar for the long term." 
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in today's world of instant information and smart devices, 
job sites are becoming increasingly connected. Customers 
are demanding real-time information to assistin effectively 
and efficiently managing their business. 


Caterpillar Is partnering with the best suppliers and development 
partners to ensure all customer work streams are enabled by technology 
solutions. From grade control, to global positioning, to industry-specific 
services. Caterpillar is committed to improving cu.stomer productivity 
with lower operating costs through technology. 


Caterpillar recognises that technology-enabied business solutions 
differentiate themseives from the competition. To achieve success in 
this rapidly changing technology space. Caterpillar has developed 
an enterprise-wide Technology Enabled Solutions (TES) Strategy. Our 
solutions will include such capabilities as equipment management, 
asset management, condition and remote monitoring, as well as 
prognOsStic and diagnostic tools. 

Our technology solutions are tailored to meet customer requirements 
and will be fully integrated into our machines and engines at first fit, or 
through aftermarket retrofit options. The goal is for Caterpillar's fleet 
management approach to become the industry standard, by leveraging 
proven cross industry applications, and modules, which will give 
customers a competitive advantage. 


"Technology is going to be the deciding factor in the industry moving 
forward. Caterpillar technology touches every piece of our equipment, 
and with that information we can continue to drive our efficiency and 
effectiveness," said Chad Jessen, a Caterpillar customer and development 
and innovation partner. Kiewit, "it's no secret that the Cat* dealer 
network and parts availability are best in class. As customers, we know 
Caterpillar's technology platform is the next area where Caterpillar 
will serve customers as best in class. Working together we will set 
ourselves apart from everyone else," 

The rapid implementation of the Technology Enabled Solutions (TESl 
strategy will ensure success jointly for Caterpillar, Cat dealers and 
customers far into the future. 


Customers receive support for tochnology solutions through our 
unrivalled dealer network. Dealers provide technical expertise in the 
deployment of these technologies, and product support of machines 
and engines, to help customers be more successful. 


"Operationally, telematics will give us access to a database of infoimation 
that will allow us to hone that information to unprecedented levels," said 
Brett Lehmann, national survey manager at Abigroup Ltd. "We have a 
mature relationship with Caterpillar and our deafer which allows the 
use of telematics to be mutually beneficial. We have real-time, fleet- 
efficiency data sent directly to our superv'isors in the field ... the power 
of that is phenomenal." 
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No matter what their interests — surface or underground, hard 
rock or soft rock — MiNExpo Internationa! visitors experienced 
machines and technoiogy at the Caterpillar exhibit to help them 
mine and move minerals safely and productively. MINExpo 
international, die world's largest and most comprehensive trade 
show dedicated to mining, truly brought the theme "Wherever 
There's Mining, We’re There" to life. With more than 52,000 
square feet at the Las Vegas Convention Center, Caterpillar 
showcased the broadest line of mining and materiais-handling 
equipment available — backed by the most extensive and 
capable product support team in the worldwide mining industry- 

"There is no bigger stage to give us this remarkable opportunity to 
teii the Caterpillar mining story. We recognize that mining is at the 
core of an unprecedented drive for urbanization and modernizcation." 
explained Caterpillar Chairman and Chief Executive Officer Doug 
Gberhelman. "We believe the long-term outlook is positive for this 
industry, and we're uniquely positioned to capitalize on that growth. 
That's why the company has made major investments in mining across 
the Caterpillar organization, plus expanding and modernizing our 
factories and developing even better mining products and solutions.” 

Since July 2011, Caterpillar has added more than 100 products to its 
mining portfolio, many of which were showcased at the MiNExpo exhibit 
Divided into nwo areas, surface and underground, ttie Caterpillar eidiibrt 


featured more than tw'o dozen products and technologies, including 
an off-highway mining truck, hydraulic shovel, next-generation Cat®' 

01 IT Track-type Tractor and a variety of underground mining machines 
such as continuous miners, a longwall shearer and plow, as well as other 
support equipment Among the new products introduced at MiNExpo 
was the Cat^6120BH FS Hydraulic Shovel, The Cal612QB is the first 
diesel-eiectfic hybrid ultra-class .shovel available in the industry — 
promising to lower cost per ton in world-class mining operations, 

"like our customers. Caterpillar is committed to building a better 
world. That's why when customers asked us to provide more products 
and solutions for the mining industry, the company responded in a big 
way," said Steve Wunning, Caterpillar group president with responsibility 
for Resource Industries, "Beyond just the iron, we understand the issues 
our customers face, such as safety, environmental stewardship, emissions 
standards and skills shortages and training, and we work together to 
address them. This will continue to be our focus." 

Unique among ail machines within the Caterpillar exhibit and throughout 
the hundreds of MiNExpo displays, the Electro-Motive Diesel (EMD) 
SD70ACe locomotive — painted in Caterpillar yellow — gave the 
mining world an opportunity to explore the railroad technology that 
transports minerals to market. EMD™ SD70ACe locomotives run 
in mining operations across the globe. 
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Cat® machines are at work around the clock in every corner of 
the globe. When customers buy yellow iron, they expect the 
legendary Caterpillar product support that helps them to be 
more productive and profitable than anyone else in the 
industry. Making sure customers have the right part, at the 
right place, at the right time is what Caterpillar does. 

Parts support to dealers and customers is a 24 hours per day. seven ds^'s 
per week, 365 days per year business. Minutes mater to customers — 
and they matter to Caterpillar, which ships more than 158 million 
parts orders a year, That translates into 4DO,OOD-plus orders per day, 

1 8,000-plus orders per hour, 300-pkis orders per minute of every day 
of every year. That kind of around-the-clock global support doesn't 
happen without a world-class distribution network. 

The Caterpillar distribution network is second to none, yet improvement 
and expansions are always occurring to ensure customers have support 
when and where they need it. In fact, in 2012, Caterpillar invested in 
product support capabilities in every region of the world and announced 
new distribution facilities in Yataia, Australia, and San Luis Potosf, 
Mexico, as part of a multiyear modernization plan to enhance the global 
Caterpillar parts distribution network and to get parts to dealers and 
customers faster. 


These facilities wilt join new distribution facilities in Waco. Texas; Clavton, 
Ohio; Spokane, Washington; Arvine, California: and Dubai, United 
Arab Emirates (UAE). These new facilities represent an increase of 
nearly 4.5 million square feet to the overall distribution network and 
support the commitment to providing unmatched parts availability to 
customers and dealers around the world, 

In addition to creating new distribution centers, Caterpillar invested 
in expansion of existing parts distribution facilities in Grimbergen, 
Belgium; Melbourne, Australia; and Shanghai, China, All of these facilities 
are leveraging common systems and processe,s in addition to deployment 
of SAP's Service Parts Management (SPM), a global solution that 
replaces multiple legacy software systems supporting the Caterpillar 
parts netw'ork. 

"We are focused on ensuring our customers' success through a global, 
high-velocity network tttat delivers the industry's best parts availability,'' 
said Steve Larson, president of Caterpillar Logistics Iric. "All of these 
investments have the singular purpose of ensuring that Caterpillar and 
Cat* dealers support our customers’ success better than anyone else." 



RocKsouD HISTORY 

in August 1928, a customer called a Cat® dealership at 6 a.m. 
during harvest time. This customer had a machine broken 
down in the field and lived 48 miles from the dealership. The 
Cousins Tractor Co. made arrangements for airplane service 
and delivered the parts the customer needed, just one hour 
after the call came in. 
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Rising demand for sustainable power is driving the use of 
renewable fuels in power generation applications. The prospect 
of meeting global energy needs while minimizing the impact on 
the environment is presenting real opportunities. Solar Turbines, 
a Caterpillar company, is seizing this opportunity by developing 
new Combined Heat and Power (CHP) technology. 


Customers such as Veolia Environmental Services, located ouLside 
of ParLs. France, havo installed a IS-megawatt landfill gas-fueled 
combined-cycle plant. The plant uses a Mars 1 DO Solar”^ Gas Turbine 
Generator Set. packaged by Turbomach at its European facility 
in Switzerland. 


CHP, also known as cogBiieralion, is an efficient, clean and reliable 
approach to generating power and Thermal energy from a single fuel 
source, Installation of a CHP system can greatly increase operational 
efficiency, while at the same time decrease energy costs. 


Renewable fuels in CHP applications make sense for efficiency, 
sustainability and energy security, Caterpillar continues to commit 
research and development resources to supporting renewable fuels as 
part of a winning solution for clean energy and a siistainahie future. 



BOCKSgUD.HISTOliY' 

In 1946, Solar capitalized on the opportunity to design a gas 
turbine — a product that weuld go en to become Solar's 
signature product, and remains a focus today ... S5 years after 
Solar started as an airplane manufacturing company in 1928. 
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When Caterpillar acquired mining equipment company Bucyrus 
in 2011, there was a need to align their distribution capabilities 
within Caterpillar's dealer-oriented distribution model. Through 
a series of divestitures. Caterpillar is engaging dealers in the 
product distribution and product support aspects of the business. 

"The primary focus of the divestitures is to improve service to end-users 
by leveraging the proven distribution capabilities we have with our 
dealers," explained Dave Hoffman, chief financial officer for Resource 
Industries with responsibility for leading the divestiture teem. By the 
end of 7W... Caterpillar had successfully completed 13 sale transachons 
to dealerships accounting for a significant portion of the Bucyrus 
distribution business. This is in line with Caterpillar’s plan to engage 
dealers in Bucyrus opportunities as quickly as possible. 

"Our dealers have a long history of exceptional service to mining 
customers around the world, and they know what is needed in local 
markets and individual mines. As service to our customers improves. 
OLir dealers will be rewarded and ultimately Caterpillar will be rewarded 
with higher customer satisfaction arrd sales." said Hoffman. 


Eachtansition is unique and requires professional handling with a sharp 
ftrcus on quality, in addition, the territories do not directly overlap with 
Cat*' dealers, so the divestiture process ensures a smooth transition 
and uninterrupted service to cu.stom.ers. 

"From a 20.000-foot perspective, it looks pretty simple to insert 
the dealers into the value chain, but it's all the details that make 
it challenging," said Hoffman. "We are focused on doing it right 
the first time and have a dedicated team in place to ensure a 
smooth transition." 

To date, the transitions have been successful with limited disruption 
to Caterpillar customers. Clive Thomson, chief executive officer of 
Barlowofid, Cat dealer in South Africa and Botswana, said, "This 
acquisitioit is perfectly aligned with the group's growth strategy, It 
builds on our existing strengths and will enhance our leading position 
in ttie mining industry by significantly expanding the range of equipment 
solutions we are able to provide to customers operating across 
southern Africa," 
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What does the future took like for Caterpillar and its customers? 
How and where will Cat® products work in 2030? What tech- 
nologies will customers need to be successful? The Caterpillar 
product development community is thinking about these questions 
today in order to meet customer needs well into the future. 

The enterprise product and technology strategy is the foundation of 
Caterpillar's future vision. The stategy, conceived in 201 1 and introduced 
in 2012, defines the key technologies and areas of research and 
development investment necessary to meet customer needs and 
sustain Caterpillar's competitive advantage for the long term. 

It is focused on three themes Energy & Power Systems, Machines 
& Machine Systems and Automation & Enterprise Solutions. Each theme 
has bold goals serving as targets against which development progress 
can be measured, Research and advanced engineering activities 
currently under way within these areas include opportunities to 
reduce customer owning and operating costs; improve productivity 
and safety: and improve the environment. 

In 2012 the technology strategy came to life irr the form of several 
innovative technologies and products with customer value outcomes. 

Energy & Power Systems: For some customer applications, natural 
gas can represent a breakthrough opportunity for fuel-cost savings v^en 
compared to diesel power alone. Efforts to expand natural gas-fueled 
power system products are well under way with the acquisition of MWM 
and an agreement with Westport Innovations to develop dual-fuel 
(diesel and gas) injectors for large mining trucks and EMD locomotives. 
"Dual-fuel and natural-gas engines can bring a significant cost advantage 
to many customers' bottom line. We are introducing a complete lineup 
of gas-capable power systems across the market segments — electric 
power, petroleum, mining, rail and marine — to provide this value," 
said Joel Feucht, genera! manager for Gas/Medium Speed Engines in 
Caterpillar's Large Power Sy.stems and Growth Markets Division. 


Machines & Machine Systems: A suits of advanced machine system 
technologies brings innovations in hydraulics and transmissions 
together to enable unprecedented efficiency and productivity. The 
Cat® 33BE H. Caterpillar's first hydraulic hybrid excavator, uses up to 
25 percent less fuel than the standard Cat® 3'36E excavator, while 
delivering equal or better performance. "Wa are applying technologies 
'which reduce our customers' owning and operating costs to ensure 
they make more money when they choose Cat products and the Cat® 
dealer network than they can with any competitive alternative. This 
new generation of machines uses far less fuel, which translates to 
lower cost for customers and lower emiSvSions for the environment," 
said Ken Gray, global product manager for Large Hydraulic Excavators 
in Caterpillar's Excavation Division. 

Automation & Enterprise Solutions; The autonomous mine site of 
the future is becoming a reality with the development of Cat Command for 
Hauling. Since March of 2011, Caterpillar, in alliance with BHP Billiton, 
has commissioned Billiton’s Navajo mine site in New Mexico to trial a 
small fleet of autonomous Cat® 793 Mining Trucks, 24 hours per day, 
seven days per week. 

"The techfjology thatwe use in these unmanned machines will 
revolutionize the way we approach mining in the future. These trucks 
are able to operate in hazardous conditions, on continual shifts without 
putting our operators in harm's w'ay," explained Jim Humphrey, the 
program’s first project manager and member of the mining solutions 
team. “It's been a very successful trial program to date," 

The world of the future holds many challenges for Caterpillar customers. 
Caterpillar's product development community is working now to bring 
innovation to bear on those future challenges and turn them into 
opportunities for long-term success. 
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Machine downtime means lost profit. That's why parts 
avaiiability can be the lifeblood of a Caterpillar customer's 
business. !t's also the singio biggest driver of customer loyalty 
and integral to the Cat brand ... a key part of the Caterpillar 
Business Model. 


in 2009. Caterpillar launched a sweeping new plan to address parts 
quality issues and turn a la-ser-like focus on customers' needs, This 
plan has led to a dramatic reduction in errors, defects and waste, 
even with today’s higher volume. Learn more about this initiative 
to reduce claims and better position customers for success at 
http;//youtu.be/6i49wZWHwOM, 


■ ■■ ■ a 
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Efforts to drive an enterprise point of view across the value chain 
with suppliers, dealers and uitimatety customers are under way 
at Caterpillar. Multiple internal initiatives are now extending to 
increase collaboration across the entire value chain. 

Suppliers in China, for exarriple, are deploying the Caterpillar Ftoduction 
SysteiTi (CPS) in order to experience the same transformation that the 
system has delivered in our own manufacturing operations. The Cal 
brand and a focus on brand advocacy was a key initiative with dealers, 
and Caterpillar's flagship leadership development program is now 
inviting leaders from critical suppliers, dealer principals and select 
customers ... ail in an effort to develop rock solid people. 

CPS FOR SUPPLIERS 

In 2006, Caterpillar rolled out CPS, focusirrg first on internal operations. 
Three years later, CPS was extended to its supply base through the 
CPS for Suppliers program in an effort to drive collaboration across its 
entire value chain, Today, that program is driving significant results 
around the world, creating long-term relationships with key suppliers 
sharing a common goal to produce the highest-quality products as 
efficisrrtly and safely as possible. 

"The introduction of CPS has brought significard changes in the ideas 
of Chirrese suppliers," explained Gao Erging, general manager of BUT 
Construction Machineiy Manufacturing in Xuzhou, China. ”We are more 
confident about the elimination of waste and cost reduction, and about 
maintaining our competitiveness for Cat'® products." 


According to Erging, who has been a Caterpillar supplier for nearly 
17 years, they reduced tho amount of space in their production area 
by nearly 40 percent by following the CPS Principles," We use only 
Ihree-fiftlis of the production area origlfiaiiy planned to achieve the 
same production capacity in layout," said Erging. "CPS has helped us 
greatly reduce our investment in the plant and improve our efficiency, 
so it is of great significance to us," 

DEALERS ADVOCATING THE CAT BRAND 
For more than 85 years, Caterpillar has had a unique relationship with 
its dealers. This simple yet powerful partnership has combined the 
capabilities of a global technology and manufacturing leader with 
dealers who enjoy close relationships with their customers in their 
own language and culture. 

The dealer network helps Caterpillar and customers win around the 
world. Cap dealers share the Caterpillar passion, enhance the compet- 
itive edge and ensure customers receive maximum business value from 
Cat products and services. Most Cat dealers are independently owned, 
locally operated businesses and benefit from strong, longstanding 
customer relationships. 

They are an integral pan of the enterprise strategy and play a key role 
in the Caterpillar business model, They are at the front lines of serving 
ouf customers. They are a competitive advantage that competitors 
simply cannot match. That's why Cat dealers were a key player in the 
rollout of Caterpillar's revitalized brand strategy in 2012. which focused 
on energizing and developing a culture that has an intense, acute focus 
on the customer. 


(continued) 
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”We are rededicating ourselves to living up to our brand promise. 

To ensure that the way we present ourselves, both internally and 
externally, reflects our unwavering dedication to ensurir^ our customers' 
success," stated Caterpillar Group President Stu Levenick. In addition 
to the more than 9,000 Caterpillar employens 'woridviflde who completai 
the brand experience training, more thait 500 dealer marketing managers 
from 114 dealerships in 13 regions of the world and 22 of their agencies 
also learned about the Cat brand promise and updated global advertising 
framework. Working together with a common understanding of 
what the Cat brand stands for, we are champions for our customers' 
enduring success. 

SUPPLIERS/OEALERS/CUSTOMERS LEARNING TO LEAD. 

Leadership Excellence in Accountability and Development (LEAD.). 
Caterpillars leadership development program, has a flagship program 
designed specifically to prepare future Caterpillar leaders for executive- 
level positions, Developed in paiinership with Stanford University's 
Graduate School of Business, this program includes intense week-long 


sessions spread over 12 months in different locations around the world, 
allowing parUcipants to experience Caterpillar's global footprint with 
an emphasis on growth markets. 

While the program was initially designed to develop Caterpillar leaders 
for senior roles in the enterprise, it quickly became evident that leaders 
from the entire value chain would benefit from participation and bring 
another dimension to the program. Now. critical suppliers, dealer 
leadership teams and selected Caterpillar customers comprise about 
one-third of program participants. 

"The intent is to have the entire value chain represented to truly 
provide the enterprise point of view." said Group President Ed Rapp. 
"Participants see the value in having open, honest dialogue with one 
another and see the power of the entire value chain, including customer 
leaders, there in the same room to work on project teams to solve real 
business challenges we're facing." 
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It was February 1363 when Caterpillar broke ground on its first 
operations in Mexico. The facility opened its doors with 
130 employees, and the production and distribution facility 
proudly called Monterrey its home. 

Fifty years later, Caterpillar's Mexico operations now iwlucie several 
facilities, with four of them directly supporting the Integrated 
Manufacturing Operations Division (IMOD). Today, more than 5,000 
IMOD employees specialize in large fabrications to support the 
construction and mining businesses. 

To celebrate the first 50 years, a grand ceremony was held during 
September 2.012, With the assistance of several managers, business 
partners and special guests, employees were thanked for their hard work 
that has helped pave Caterpillar's road to success through the years. 

"We ceiebreted in Monterrey because this is where we began," said 
Ron Riekena, managing director and Mexico country manager. "And 
we continued the celebrations all through our Mexico facilities." 

Two days after the celebration, arr open house was held at the Monterrey, 
Mexico, facility for all employees and their families. This was the first time 
in more tfian 1 0 years tliat the facility was open to employees to share with 
their families. As a result, there was a lot of anticipation leading up to the 
event. Approximately 1 0,000 attendees visited the facility for toure of the 
production building, where they were able to learn how one of the mairr 
products, the small truck body, is built. 

"The open house was great for some of our newest emplo^'ees," said 
Logistics Manager Roberto Teilez Gonzalez, who has been with Caterpillar 
for 14 years. "They had the opportunity to show their families everything 
that the Monterrey facility does. We all had the opportunity to go on a 
facility tour, and it was amazing," 


Maria Carv'ajal Fernandez, a service technician, said the open house 
was very well organized, and she was proud to bring her family, 

’Caterpillar is the only company that i have worked for, and I have seen 
many changes over the past 24 years since I began working," Fernandez 
said. "! think that the open house was a great opportunity for our families 
to see and understand what we do and where we work, i was very 
proud because I came with my mom, who had the opportunity to come 
to the open house more than 10 years ago, and now she could compare 
and see many positive changes have been made." 

Families who explored the Monterrey facility not only enjoyed Cat'*' 
products, but also a playground for children, a presentation from a 
local TV children's show and a museum that focuses on Caterpillar's 
presence and contributions in Mexico. 

For many who participated, the main attraction was an interactive show 
that involved Cat® machines, dancers, musicians and acrobats. Among 
the many perfomiers was a Cat® 41 6E Backhoe Loader, a Cat® 96BE 
Wheel Loader and a Cat®770 Off-highway Truck. 

Employees were thankful for this great opportunity to share their 
Caterpillar pride with their families. 

“I'm very proud of the team who has pulled together over the years, 
whether it was for the business or for our communities," Riekena said. 
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People know the yeilow iron. Now they can understand the history, 
technology and global team behind it. A once-empty block on the 

Peoria, ill. riverfront is now occupied by the Caterpillar Visitors Cerrter, 
which offers a wide range of interactive exhibits to thousands of visitors 
every week. Just six weeks after opening on October 20. 2012, the 
Caterpillar Visitors Center had already counted more than 20.000 visitors. 

To commemorate the opening, a time capsule was placed in the globe 
of the Visitors Center lobby, The capsule includes 78 different items, 
such as a Cat,® D73 machine blueprint, diesel exhaust fluid tank cap 
and a pair of Cat®' work boots, to be revealed in 38 years on the 125th 
anniversary of Caterpillar. 


The Center itself is a state-of-the-art, LEED-certified buildir^g and 
provides a fascinating look at the company, the iron and the rock solid 
people making sustainable progress possible around the world. With 
nearly 50.000 square feet to explore, employees, retirees, dealers, 
customers, suppliers and the general public learn the story of Caterpillar 
through 28 exhibits, 53 videos, and approximately 775 photographs 
throughout the experience, 

Possibly the most notable feature is the massive, life-size Cal® 797 
Mining Truck at the heart of ttie building. Each visitor's journey begins 
in the bed of the Cat 797, which is home to a B2-person, rumble-seat 
theater. The featured video begins with stories from Caterpillar customers 
who talk about the work, they do and how it impacts the world around 
them — every day. across the globe. These customers are the heart 
of Caterpillar's business — and the spotlight of the Visitors Center. 



BBcssouD HISTORY 

Recognized at the time as the largest showroom of its kind 
anywhere in the world, the Building HH Showroom in East 
Peoria, III., was 3D8 feetlong, 108 feet wide and featured at 
least one sample of every machine Caterpillar built at any 
given time. Opened in 1929, thousands of people visited the 
showroom each year, including dealers, customers and the 
public. In 1338 alone, the showroom saw 14,5B6 visitors. 
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What is it fike to work at Caterpillar? 

“At Caterpillar, you work for a gtob0l leaderwHh global resources 
to support your career. You work with a talented team grounded 
in timeless values. And as all of us work together, Caterpillar 
provides the opportunity to make a transformational, tangible 
impacton your community and the world." 

These sta tements are the pillars of Caterpillar’s employment brand 
message, developed in 2C1?to describe what differentiates the 
Caterpillar career experience from other employers' — it's why 
employees choose to work here and why job candidates should 
consider a career at Caterpillar. 

Extensive research was conducted with current employeBs, recent 
new hires, executive leaders and potential candidates to define the 
employment brand and to be certain it matched Sic real work experience 
tliat makes Caterpillar unique among other companies. The employmem 
brand message is now being used to describe the Caterpillar work 
experience to potential candidates, while improving the career 
experience for current employees, 

"As we have added more than '30,000 new employees globally in the 
last two years through direct hires and acquisitions, we believed it 
was important strategically to develop a consistent message of what 
it is like to work at Caterpillar," explained Vice President and Chief 
Human Resources Officer Kim Hauer. "As we grow globally we want 
to reinforce and perpetuate the Caterpillar culture and brand that we 
have inherited from previous generations.” 


As a global leader with global resources, Caterpillar offers: 

• More than 85 years of industry ieaclorshtp through its broad product 
line, a respected and admired corporate leader as a Fortune 50 
company listed in the Dow Jones Industrial Average. 

• Dynamic and flexible careers with boundless growth throughout 
hundreds of facility locations globally and diverse career paths, 
allowing employees to gathar deep expertise in their fields and 
move between product lines and business areas, 

• Opportunities to work with a team committed to customer success 
and living by Our Values in Action — Caterpillar's Worldwide 
Code of Conduct. 

• Innovation that is purposeful and tangible, Currently, Caterpillar 
has more than 10.000 engineers. Historically, more than 7,000 
patents have been granted. 

• The opportunity to make a difference. Caterpillar equipment plays 
an unmistakable role in developing countries and creating economic 
growth. Employment with Caterpillar is truly an opportunity to 
change the world. 

It's been' said around Caterpillar for decades that the road to progress 
begins with a road, period. So, as Caterpillar makes progress possible 
around the world through its powerful machine and engine products 
and solutions. Caterpillar employs "rock solid people" who can say, 
"My road to progress begins w'ilh a career at Caterpillar,” 

The employment brand message on "Why Caterpillar" can be found 
on the caterpillar, com/careers website. 
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Spend any time with the McCarty family at their dairy operation 
and you're likely to hearthe words family, relationship, trust and 
integrity, along with analysis and innovation. All of this played 
a part in a recent deal from Foley Equipment for 17 new Cat® 
machines to handle feed and manure for McCarty Family Farms. 

The McCarty family iranspianted their entire operation to Kansas from 
Pennsylvania, where rising costs made it difficult to acquire acreage 
needed to grow the business. With this expansion came the need for 
more machines to run the operation. The McCartys turned to their 
equipment partner, Foley Equipment, and Caterpillar for an analysis of 
their purchase and operating options. 

As with most businesses, the dairy business is considerably more 
competitive today than in the past, so watching costs is critical. "In 
any given month, we might find a S3O,0D0 or $40,000 'surprise 
expense’ for machine or equipment repairs." said Ken McCarty, who 
operates the Rexford dairy with his brother Clay. 

"Our goal is to minimize the up-and-down fluctuations in operating costs. 
We’re really tuned in to finding partners and ways of doing business 
where the unknowns become known,'’ said Clay, "Foley made it so we 
know how much machine operating expenses will be for the lorrg term," 
Ken continued. "This brings incredible stability to our operating cost, 
which ultimately flows to the bottom line." 

Long-time Foley sales representative Dustin Daniels and Scott Bailey 
of Caterpillar's Job Site Solutions team conducted an exhaustive, top- 
to-bottom analysis of the entire operation, including capital and cash 
flow: machine requirements and their fit to operational tasks; work 
flows and productivity: and safety and maintenance. 

The outcome of the analysis is a solution that optimizes machine utilization, 
component life, operator performance, fuel consumption and total fleet 


availability at a fixed ccrst. The end result is a fleet fully integrated with 
dairy operations to significantly improve the bottom line. 

Monitoring and managing each machine wouldn't be possible without 
technoiogy. Each machine is outfitted with Cat® Product Link'" and 
monitored by Foley through VisionLink^ desktop and mobile monitoring 
applications. Machines are set up with limits on certain operating 
parameters, based on the site and the work required and monitored 
on a number of productivity measures, as well. 

Issues such as engine overspeeds, improper shift points or excessive 
idling that could create a safety issue, an unplanned repair or higher 
operating costs are now visible, in doing so, Foley will be able to identify 
issues and develop remedies before they turn into costly downtime. 


Productivity of the machines will also be tracked in an effort to optimize 
efficiency. Load volumes and cycle times will provide insight into 
inefficiencies or bottlenecks in the day-to-day operations, with the 
goal of eliminating them. 

Delton Taylor, equipment solutions manager for Foley Equipment, will 
be the primary point of contact for much of this information called 
Condition Monitoring. "What's neat about this is that it's going to be 
transparent to the customer. In most instances we’re going to know a 
problem exists before the customer has a chance to pick up the phone, 
in fact, we'll likely be reporting the problem to them," explained Taylor. 


"The more we looked at this, the more it appeared to be a no-brainer on 
so many levels," said Mike McCarty. "Think about it this way; we've 
token a variable expense and made it fixed. That's huge. We've taken the 
machine maintenance and off-ioaded it to the people who really know 
the machines. As the technology advances it's tougher to train workers 
and keep them up-to-date. Plus, with an operation this large, we’re 
increasingly looking for a better quality of life, and that doesn't include 
spending our free time wrenching on a machine," McCarty concluded. 
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Just one year after its release. Caterpillar's new Cat^ M2-Series 
motor grader continues to gain accolades for its superior 
performance, reliability and productivity. Although customer 
satisfaction is what really counts, the process leading up to 
its release gained praise itself — raising the bar and setting 
higher standards for new product introduction at Caterpillar. 

The Cat M2 was Caterpillar's first machine introduced to meet a new 
round of emission standards in North America and Europe — Tier 4 
Interim (Tier 4i) standards for the United States and Stage l!IB standards 
in the European Union (F.U), 

According to Caterpillar Motor Grader New Product Introduction (NPI) 
Manager Jeff Castleman, the sheer magnitude of teamwork and 
collaboration involved was extremely well orchestrated — spanning 
four continents and representing Caterpillar's product developn?ent 
team, manufacturing facilities and supply base. 

"This truly is a great example of Caterpillar at its best, in terms of global 
collaboration, to make sure we excel at product development," explained 
Castleman. "The team went in with a very aggressive plan to execute 
and deliver a new product introduction that not only met emission 
requirements, hut also offers superior value to our customers." 

One year post-introduction, Castleman said. "The dealer's feedback 
on the Cat M2-Series has been very positive. They specifically saw 
improvements in machine performance, as well as feature improve- 
ments that not only provide value to the customer, but also make their 
jobs easier." 

Caf- dealer Empire Machinery Sales Manager Kevin Shanley said the 
introduction of Tier emissions technology to the Cat M2 has been a 
seamless transition for Empire and its clients. "From our perspective. 


Cat M2 motor gradefs have been outstanding," he explained. "’vVe’ve 
had several customers tel! us the initial difference in performance is 
excellent, and over time they have seen considerable fuel savings, 
excellent reliabilify and improved uptime. Based on positive customer 
feedback, strong initial quality metrics and the high confidence of our 
account managers, the Cat M2 has more than delivered in performance 
and reliability." 

Built on the strengths of the M-Series predecessors, the Cat 12GM2, 
Cat 12M2. Cat 140M2 and Cat 160M2 feature new engines, revolutionary 
joystick controls and integrated technologies that help the customer 
do more work in less lime at a lower total cost, Other added features 
include a new ripper design, swing open cooling package, anti-icing 
glass and Cat®' Grade Control. 

“The new swing out radiator on the M2-Sefies makes our routine 
maintenance a lot easier,” said Bobby Aiken, road department 
Superintendent for Seminole County, Georgia, "lt',5 a lot less 
downtime for us." 

Since the release of the Cat M2, multiple products have gone into 
production with Tier 4i medium wheel loaders, articulated trucks, 
track-type tractors and more. The next round of emissions regulations. 
Tier 4 Final, takes effect January 1, 2014. 

"Throughout the introduction of the Cat M2, the commitment to 
continuously improve the overall development and execution process 
was unprecedented, ■' said Global Motor Grader Product Manager 
Pat O’Conneii. "We're building and improving on this foundation as 
we prepare for Tier 4 Final," 
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Caterpiiiar is constantiv developing and refining advanced 
technologies to help make customers' equipment more 
productive and efficient, and to help them more effectively 
manage fleets and operations. 

Smart electronics, for example, help to monitor and control Caterpillar- 
powered gas compression stations around the world. These innovative 
solutions also help Energy & Power Systems customers utilize 
equipment data for proactive asset management, ranging from 
basic location tracking to advanced condition monitoring. 

The value of these smart electronics is evident at the Atmos Energy 
Corporation Ponder Compressor Station, ixated northwest, of Fort Worth, 
Texas. Here, Atmos operates two Cat® 63612 Engines. Both units are 
required to run 24 hours per day, seven days per week, but the station 
is unmanned at night and on the weekends. By filling this gap in oper- 
ational surveillance, the Caterpillar monitoring system provides value 
and helps to enable customer success. 


As a result of implementing the monitoring system, the customer has 
achieved 99 percent runtime, and the interaction between the operator 
and Caterpillar experts has proved very helpful by increasing operator 
knowledge of this equipment. 

Business pressures to improve reliability and reduce costs have increased 
the challenge faced by operations and maintenance organizations as they 
acquire and maintain engines with the newer technology, Caterpillar 
has a long history of innovating on behalf of its customers. Energy & 
Power Systems customers are choosing to address these challenges 
by leveraging Caterpillar equipment monitoring solutions to assist in 
tlie proactive management of their equipment, 
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Few organizations in the world can boast such well-established, 
successful relationships as those that exist between Cateipiflar 
and its dealers, who continually look for ways to work together 
more efficiently and effectively to benefit customers. A 2012 Initia- 
tive between Caterpillar and Cat*' dealers to improve the assembly time 
of the Caf*' 793F barge Mining Truck is a great example of how this 
collaboration benefits customers. 

The massive truck is more than 18 feet tali, 44 feel long, weighs upwards 
of 270,000 pounds and has a payload of 250 tons. The assembly of this 
workhorse is a massive undertaking, Historically, assembly took many 
weeks with multiple technicians, depending upon the truck's configu- 
ration. This process tied up the skilled technicians at the dealership and 
kept them from addressing other customer needs. 

A global core team of 15 individuals, with an additional 6D people 
representing 13 different dealerships and seven different Caterpillar 
business units, collaborated to improve the process. 

"As the team started to get into the real details of the problem, it became 
apparent very quickly that the challenge had many dimensions, the 
solution had to be global and sustainable, and the project would require 
an extraordinary degree of communication and coliaboralion amongst 
multiple divisions and dealers," explained Cameron Ferguson, dealer 
capability manager. "With an issue as complex as assembling targe 
product consistently around the world, involving hundreds of people, 
thousands of parts, several languages and local customization, this 
project showed that with the right tools and commitment, a flexible but 
consistent solution can be achieved and exceed customer expectations.'’ 


The team used the rigor of 6 Sigma methodology and the discipline of 
the Caterpillar Production System fCPS) to identify areas of opportunity 
and define sustainable solutions. The overall goals wore to best match 
the labor force to tasks, reduce cycle time, reduce total labor hours, 
deliver the standard work in a sustainable way and improve safety by 
identifying the right specialty and shop tools for the tasks. 

The results have been remarkable. Using the new processes and tools, 
the base assembly time has been reduced by an average of 40 percent. 
In addition to the faster assembly, the quaiily levels of the machines have 
been significandy improved, due to the focus on standard processes and 
tools, which are being replicated for other large mining trucks, This 
global collaboration leads to a better product delivered faster and 
more cost effectively to customers, 

Darren Tasker, chief operating officer of WesTrac, one of the pilot 
dealers heavily involved in the project noted, "WesTrac has been 
focused on driving continuous improvement throughout its entire 
organization, including the large mining truck ‘order to delivery' cycle. 
Through the collaboration of both Caterpillar and WesTrac, the project 
quickly gathered momentum with immediate benefits." 

These benefits included elimination of waste, reduced defects/rework 
and predictable cycle times and man hours required to perform the 
assembly of the machines, 

"There is no doubt that without the e.xpertisB provided by Caterpillar. 
WesTrac would not have realized this level of benefits, which also will 
benefit other Cat dealers." added Tasker. 
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With more than seven billion people in the world who need 
infrastructure, energy and power, and the world's commodities, 
Caterpillar is in a great position to win in the global marketplace. 
Group President Ed Rapp describes a number of factors that 
put Caterpillar ahead of the competition: 

• The broadest line of products and services in the industry, and 
vertical integration of products, components and systems that 
provide unique advantage.s over the competition. 

• A global manufacturing footprint that helps balance the shifting 
world economies, 

• A dealer network that is unmatched and a supply chain that 
facilitated the ramp-up to record levels. 

• A Caterpillar business model that puts the largest population of 
machines in the field at the lowest life-cycle cost for the customer. 

• A diverse and talented team of great people. 

• A strong balance sheet that provides ftnanciai strength as 
Caterpillar delivered another year of record sales and revenues 
and profits in 2012. 

To learn more, visit http://voutu,be/GETax!MQN9fnw. 
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Construction industries is focused on helping our customers build what Resource Industries helps customers mine and harvest resources like 
the world needs — new highways, railroads, airports, water systems, coal, iron ore and lumber. Responsibilities include business strategy, 
housing, hospitals and schools, to name a few. Primarily responsible for product design, product management and development, manufacturing, 

supporting customers using machinery in infrastructure and building marketing and sales and product support. The product portfolio includes 

construction applications. Responsibilities include business strategy, large track-type tractors, large mining trucks, underground mining 
product design, product management and development, manufacturing, equipment tunnel boring equipment, large wheel loaders, off-highway 
marketing, and sales and product support. The product portfolio includes trucks, articulated trucks, wheel tractor scrapers, wheel dozers, 
backhoe loaders, small wheel loaders, small track-type tractors, skid compactors, select work tools, forestry products, paving products, 
steer loaders, multi-terrain loaders, mini excavators, compact wheel machinery components and electronics and control systems. In addition, 

loaders, select work tools, small, medium and large track excavators. Resource Industries manages areas that provide services to other parts 

wheel excavators, medium wheel loaders, medium track-type tractors, of the company, including integrated manufacturing, research and 
track-type loaders, motor graders, telehandlers, pipeiayers and development and coordination of the Caterpillar Production System, 
related parts. Since the acquisition of Bucyrus in 2011, additional responsibilities 

were added and include business strategy, product design, product 
i'NI’RGY P0Wf:;R SYS ; i’MS management and development, manufacturing, marketing and sales 

Energy & Power Systems is focused on supporting customers to and product support for electric rope shovels, draglines, hydraulic 

meet increasing demand for energy through a variety of solutions shovels, drills, highwail miners and electric drive off-highway trucks, 

and applications, This segment is primarily responsible for supporting 

customers using reciprocating engines, turbines and related parts across HUSTOMER St. DEAIER SUP.^OFtl 

industries serving electric power, industrial, petroleum ar>d marine Customer & Dealer Support strengthens Caterpillar's product support 

applications as well as rail-related businesses. Responsibilities excellence by bringing a strong focus to Cat branded parts and 
include business strategy, product design, product management, customer service and delivering outstanding dealer development. This 
development, manufacturing, marketing, sales and product support segment supports customers and dealers in a variety of ways, such 

of reciprocating engine powered generator sets, integrated systems as providing employee equipment training on job sites, supplying 

used in the electric power generation industry, reciprocating engines aftermarket parts and service support, and offering eBusiness and 
and integrated systems and solutions for the marine and petroleum Equipment Management solutions. A key strength is the ability to 
industries: reciprocating engines supplied to the industrial industry as manufacture parts and components, provide remanufacturing solutions 
well as Caterpillar machinery: the business strategy, product design, and deliver unmatched parts availability to dealers and customers 
product management, development, manufacturing, marketing, sales anywhere in the world, 
and product support of turbines and turbine-related services: the 
development, manufacturing, remanufacturing, maintenance, leasing FINANCkAL PRODUCTS 

and service of diesel-eiectric locomotives and components and other Caterpillar sustains sound relationships with its dealers, customers 
rail-related products and services. and suppliers by providing customized financing solutions through 

offices in more dnan 35 countries. Financing plans include operating 
and finance leases, installment sale contracts, working capital loans 
and wholesale financing plans. The segment also provides various 
forms of insurance to customers and dealers to help support the 
purchase and lease of Cat®* equipment. 
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Despite a difficult and challenging year, Construction Industries (C!) 
contributed to yet another record year for the enterprise and had some 
incredible accomplishments. 

• We achieved historical bests in both quality and safety, 

• We improved our overall industry leadership position. 

• We made progress in China — bauma China 2012 was an s>:cellent example that 
displayed the strength of our product offerings in China. 

• We improved the diversity of our leadership in Asia-Pacific. 

• We made considerable strides in becoming the lowest cost producer {LCP). 

• We deployed Tier4i, while improving overall customer value and maintaining 
excellent quality. 

• We saw positive expansion of global facilities and continue to have success on 
those in progreriS- 

At the end of last year. I entered a new chapter in my life to begin my retirement, with 
Group President F.d Rapp taking leadership of Construction industries, I'm confident that 
Ed will take the performance of our business to the next level and build on the tremendous 
foundation that has already been established, t leave Caterpillar vary optimistic about 
its long-term future and the success it vt'ill bring in the years ahead. 


20tZ Sales by Geography 
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In 2012, the Energy & Power Systems team delivered record results, making 
significant progress toward our 2015 goals. 
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We expanded capacity with the opening of a new Rail facility in Sete Lagoas, Brazil, 
and a new Solar Turbines facility in Zatec. Czech Republic. We continued to make great 
strides in integrating MWM into Caterpillar following nur acquisition in 201 1, ultimately 
enabling us to significantly expand custome.'’ options for sustainable power generation 
solutions. We made a number of exciting announcements as well, including a joint 
venture with Ariel Corporation to provide complete pressure-pumping solutions to 
global oil and gas customers and an agreement with Westport to develop natural gas 
technology for off-road equipment. We also added to our growing list of agreements 
with International Power Project (IPP) providers to develop temporary power solutions 
to meel the needs of the growing IPP segment. 

1 also marked a personal milestone with an announcement at the end of the year of my 
retirement after more than 37 years with the company. Earlier this year, Jim Umpleby 
assumed responsibility a.s group president with responsibility for Energy & Power Systems. 
! have bemendous confidence in Jim's ability to lead this business and continue to build 
on the successes weVe achieved thus far. When it comes to our Energy & Power Systems 
businesses, we are in 0ie right businesses at the right timo, for a long time. Our potential 
is rock solid, and ! look foavard to the many great things to come from this group in 
the future. 


2012 Sales by Geography 
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As we enter into a new yearthaf looks to be as challenging as 2012, its important that 
we not forget just how far we've come in Resource industries. We have had many remarkabie 
accornpli-shmenls, and 1 would like to take tj\e opportunity to mention a few. The integration ol Bucyrus 
IS going veiy well and is delivering our commitments made to our customers and stakeholders. 
On-time shipping performance from our plants is more than 85 percent compared to less than 
40 percent five years ago. We've e.xpanded and modemizaJ our machine and component manufacturing 
plants ail arnund the world, making nur manufacturing facilities world class. 

New startup facilities in Asia separate Caterpillar even more from competition with the largest, 
most modern and global manufacturing presence in the mining industry. The showcase of all our 
new products, technoiogias and solutions at MiNExpo was a powerful example to our customers 
that we take our leadership in the mining industry very seriously. 

Our diversified businesses continue to respond to a difficult and uncertain business climate, parliculariy 
in our Forest Products, Tunneling Products and Paving Products businesses. Our new Industrial & Waste 
strategic business is providing the necessary focus to this important segment. And, our Defense & 
Federal Products, OEM Solutions and Work Tool businesses are oerforming exceptionally well, 
making important contributions to the enterprise. 

Product quality has improved tremendously, continuing the legacy that's been our foundation for more 
than 85 years. We continue to successfully invest and deploy the Caterpillar Production System 
(CPS) with ail of our newly acquired plants from South Milwaukee, Wisconsin, to Thiruvailur, 
India, which is leading the pack in manufacturing excellence. The component business has been 
equally successful with improved delivery performance, and the investments in our product 
technology strategy and Tier 4 deployment cortiinue to differentiate us, providing greater value to 
our customers today and into the future. Most importantly, we've seen outstanding improvement 
in employee safety over a 10-ysar journey. We are pleased with our progress, but recognize v/b 
still have a long way to go to reach Vision Zero. 


Sales 


2Q1I 

a)i2 


S21.158 

tn.m 

y^/yy///y. 


Jf 

mi 


Segment ProSt 

lani 

2012 


Si318 



2012 Sales by Geogtaphy 



te'Sii Am-'m. 


Si S3, 66? 



nnrtni-r 


Throughout 2013, Re.source Inriuslrios will have to be flexible, but them is one constant and that 
is this ... our team of dedicated employees always delivers, no matter the challenge. 
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The Customer & Dealer Support (C&DS) organization faced a number of 
challenges in 2012, but we continued to focus on our customers and execute 
the key role we play in the Caterpillar Business Model. We have a rock solid 
strategy and a well-aligned organization that is executing very well. 

I am proud of my organization’s accomplishments as progress continues to be made 
toward our very aggressive 2015 goals and our safety targets have again been exceeded. 
We invested heavily in our parts distribution network in every region of the world and in 
our Reman and Components global capacity. Despite the economic headwinds during the 
year, we continued to improve quality. We made great strides in our efforts to provide 
world-class support to the greatest dealer network in the world. Our eBusiness capabilitie.s 
continued to expand, we accelerated our penetration into telematics and Equipment 
Management, and we launched our revitalized Global Brand strategy that uniquely 
positions and strengthens our Cat brand in the global marketplace. 

These are just a few of the 2012 Customer & Dealer Support organization's 
accomplishments, I encourage you to read about the many things Caterpillar delivered 
in 2012, Whether it was dealer collaboration, innovation, supplying power to the 
world or building more infrastructure, you will quickly ieain why i am proud to he 
part of the remarkable accomplishments at Caterpillar and get the opportunity to 
lead a great team of employees. 


Global Cat*^' Dealers 
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■What wa do makes a difference — not only for Caterpillar, but more importantly for our | ^ 
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As i reflect on 2012 as Group President of Financial Products & Corporate 
Services, I realize our emptov^^s of the services groups and Financial 
Products have accomplished much as you consider: 

• Our recovery since the "Groat Recession" has been the fastest ramp-up in company 
history, stretching ail of us and our supply chain. I think we have made good progress 
in buiiding these supplier relationships. 

• Cat Financial came out of this challenging period even stronger and we have 
improved alignment. 

• Add to that, we're integrating four major strategic acquisitions, including the 
largest in company history, the largest capital expansion program ever, and our 
largest divestiture, All of those activities involved our entire suite of support 
services. Now. as a company we need to stay focused on execution. 

• A!! of our group.s have had major transformations underway that are truly making 
us more effective and efficient at delivering services to the business, supply chain 
and customers: People initiatives to help us develop the Best Team, Purchasing trans- 
formation, Order to Oelivery/Finance Transformation (Mach 1 ) and our strategy to 
deliver as a captive finance company. 

• That doesn't even begin to touch all of the aspects of deep expertise and 
fundamentals that are executed without a hitch day in and day out in Cat Financial, 
information technology, human resources, procurement and finance. 

There is considerable capability across Corporate Services and Cat Financial to bring 
value to the business. We are using those capabilities to solve real business problems 
and to chase that value add to the bottom line. I'm proud to say !‘vs been a part of 
Corporate Services as i move to leadership of Construction industries in 2013. 
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Financial Performance 


Capital Expenditures (excludes equipment leased) 


Sales ReveniMS 
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CstarpUkr inviist&d fim'B thaii S3.35 bilfion in capital expenditures 
during 20f2, rafkicting capacity expansion around the world to 
support customer dmsnd. 


S51,324 




$32,396 
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$ 60,138 


$ 65,875 


S42,588 
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Safes and ivver}ues increased W percent to SSSM MHon in 2011 
an aU-time record. 



2012 Exports From U.S. By Region 


Operating Profit 


U.S. exports of $22.81 hiilion increased ISpercenttom 
201 J to 20!2. 


Operating profit was $8.57 OtlHon compered with S7. 15 bdh'on 
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Market Performance 
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Business Performance 

Global EmployBBs {at year end) 
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Dealer Statistics 


Global Cat® Dealers 

2 008 2009 2 010 2 011 2612 
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EAME Asia-Pacific 
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5^YEAR FINANCIAL SUMMARY 


fdollars in miifions except per share data) 


Years eaded December 31, 

2012 

2011 

2010 

2009 

2008 

Sales and revenues 

S 65,975 

S 60,138 

S 42,588 

S 32.396 

S 51,324 

Percent inside the United Slates 

31% 

30% 

32% 

31% 

33% 

Percent outside the United States 

69% 

70% 

68% 

69% 

67% 

Salos 

$ 63,066 

S 57,392 

S 39,867 

S 29,540 

S 48,044 

Revenues 

S 2.807 

S 2,746 

$ 2J21 

S 2.856 

S 3,280 


$ 5,681 

S 4,928 

S 2,700 

$ 695 

$ 3,557 

Profit per common share * 

$ 8.71 

S 7.64 

S 4.2B 

S 1.45 

S 5.63 

Profit per common share — diluted ^ 

S 9.49 

S 7.40 

S 4.15 

S 1-43 

S 5.66 

Dividends declared per share of common stock 

$ 2.Q2Q 

S 1,820 

S 1.740 

S 1.880 

S 1.520 

Return on average common stockholders’ equity^* 

372% 

41.4% 

27,4% 

n.9% 

46.8% 

Capita! expenditures: 

Property, plant and equipment 

S 3,350 

S 2,515 

S 1,575 

S 1,504 

S 2,320 

Equipment leased to others 

$ 1,726 

$ 1,409 

$ 1,011 

S 98B 

S 1,566 

Oepmeiation and amortisation 

% 2.813 

S 2.527 

S 2,296 

S 2,336 

$ 1,980 

Research and development expenses 

% 2,466 

S 2,297 

S 1,905 

S 1,421 

S 1,?7:8 

As a percent of sales and revenues 

3.7% 

3,B% 

4.5% 

4.4% 

3.4% 

Wages, salaries and employee benefits 

S 11,756 

S 10,994 

S 9,187 

S 7.416 

S 9,076 

Average number ul employees 

127.758 

113,620 

98.554 

99,359 

106,518 

December 31, 

Total assets 

S 893S6 

S 81,446 

S 64,020 

$ 60,038 

S 63,782 

long-term debt due after one yaar: 

Consolidated 

$ 27,752 

S 24,944 

S 20,437 

S 21,84? 

S 22,834 

Machinery and Power Systems 

$ 8,686 

S 8.415 

S 4,505 

S 5,652 

S 5,736 

Financial Products 

S 19.086 

$ 16,529 

S 15,932 

$ 16,195 

S 17,098 

Total debt: 

Consolidated 

$ 40.143 

$ 34,592 

S 28,418 

$ 31,631 

$ 35,535 

Machinery and Power Systems 

$ 10,415 

$ 9,065 

S 5,204 

$ 6,387 

S 7,824 

Financtsi Products 

S 29,728 

$ 25,525 

$ 23,214 

$ 25.244 

$ 27,711 


l Compmsd Drt ntunbinr of shares atmtfKtins. 

2 . Csimputed on weigtmtd-iiifiirBSti numbar «/ shares euistanbins t>Yassum»desercke ef stsek-fxsseii tompansatsen swanSs, uslns yba treasosystoti melfiai. 

3. M^resaoti pwSt liMiisa by avms^ sfockMders' e^uHy ibngirmi/ts oi equity fibis end 9f year stocktiofi^ets' eifa'ity ilivnitu) ^y ^voi, 

■«, Werfit mnbmblii ic emmin stamamrs- 

S. l-ffecdn Jmmiy 1. 2WS, we emtsssidw manner m which we accaants^fofrmcsfmXng imeessis. ^rperioas haw been mvisarL ss sppikabie. 
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ROCK SSLIP -2012 Year in Review 


Business Overview 

Caterpiliar powers wortd prorsfess. Cat® eauipment — rraxe fWlliot urats &S3mi 'fts Mtrld — is at work tor aur cystomers on highways, 

rail lines, oceans and rivers, in forests, quanies and®! fields. Wesi^Jply fire machines, solution and support so our cssstomBrs can excel under 
varying terrain, soil and climate conditions. Oiir ermines ar>d gas artsmes provide Hie horsepower for customers to move goods and cammodities 
across the gioba, while generators deliver power whsfe\«f It is n^ded, Caterpillar manufacturing eKCsliencs is supplsmented by world-class 
sasvice businesses, supported by logistics,, fiftetteial products remanufmSarkig. More inforniation about Gatarpiliar products, services and 
solutions can be found at www.catxoni 


Major prodtri:tGmii|)s 

Articulated Truck 

Backhoe loader 

Compactor 

Engine 

Forestry Machines 

Generator Set 

Hydraulic Excavator 

Locomotive 

Material Handier 

Motor Grader 

Off-Highway Truck 
On-Highway Truck 

Paving Equipmerrt 

Pipelayer 

Scraper 

Skid Steer loader 
Surface Mining 
Telehandler 

Track loader 

Track-Type Tractor 

Turbine 

Underground Minmg Vehicles 
Wheel Dozer 

Wheel Excavator 

Wheel loader 

Major Industries Servsc! 

Demolition and Scrap 

Industrial/OEM 

Oil & Gas 

Railroad 

Forestry 

Landscaping 

Paving 

Road Construction 

General Construction 

Logistics 

Pipeline 

Underground Utilities 

Governmental 

Marine 

Power Generaliott 

Waste Services 

Heavy Construction 

Mining 

Quarry S Aggregate 


Major ServicB Areas 

Customer Services 

locomotive & Railcar 

Remanufacturing 

Turbines 

Rnsncina 

Maintenance and Repair 

Rental 

Training 

InsuranoB 

OEM Solutions 

Safety 



Srands 

Caterpillar Inc. owns a portfolio of brands. These brands help support our growth strategy ®tJtl achieve our enterprise goals. 

The Caterpillar brand represents our corporation with the investment communitY, empiovees, public policYmakers and other 
key stakeholders. Built on decades of performance, our portfolio of brands — including our primary public-facing brand name, 
Cat®' — speaks quality, retiabilily and an assurance of the finest in design, engineering and custornsr service. For an overview 
of the Caterpifiar brand portfolio, visit caterpiliar.com/brands. 


About Ceterpillar 48 
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Global Snapshot 
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Executive Officers (Data based on 2012 year-end) 


Doug Oberhelman, Chairman and CEO 
Doug ObGrl-ielman joinad Caterpillar in 1 975 and was elected a vice 
president in 1 995. in 2002. he was elected a group president and 
became a member of Caterpillar's executive office. In October 2009, the 
Caterpillar Board of Directors named Mr, Oberhelman vice chairman 
and CEO-elect During this time, he led a team that developed the firture 
strategic plan for the company. Mr, Oberhelman was elected chief 
executive officer and a member of the board of directors effective 
July ■), 2010, and became chairman effective November 1,2010. 

Rich Lavin, Construction Industries 

During 2012, Rich Lavin served as group president and executive office 
member of Caterpillar with responsibility tor Construction Industries, 
which included the Earthmoving, Excavation, Building Construction 
Products, Europe/South America Operations and Caterpillar Japan ltd, 
(CJL) divisions, as well as Global Construction & Infrastructure and 
China/Inciia/ASEAN. Mr. Lavin retired althe end of 2012. His areas 
of respansibility have been assumed by Ed Rapp, 

Stuart L. Levenick, Customer & Dealer Support 
Stu Levenick is group president of Caterpillar with responsibility for 
Customer & Dealer Support, which includes Europe-Africa-Middie 
EastsEAME}, Americas and Asia-Pacific Distribution divisions, 
Remariufacturing & Components, Customer Services Support and 
Parts Distribution & Logistics. 


Ed Rapp. CFO. Financial Products & Corporate Son/ices 
During 2012, Ed Rapp served as group president and CFO of Caterpillar 
with responsibility for the Finance Services, Human Services, Global 
Information Services. Global Purchasing and Financial Products divisions. 
He is also responsible for Strategy & Business Development, Corporate 
Auditing. Shared Services and Investor Relations, Effective January 1 , 
2013. Mr, Rapp became group president. Construction Industries, and 
Bradley Halverson was named CFO and group president 

Gerard Vittecoq, Energy & Power Systems 
During 201 2. Gerard Vittecoq served as group president of Caterpillar 
with responsibility for Caterpillar's Energy & Power Systems group, 
which includes The Industrial Power Systems & Growth Markets. Large 
Power Sy'stems & Grov\rth Markets, Marine & Petroleum Power, Electric 
Power, Progress Rail and Solar Turbines divisions. At the end of 2012, 
Mr. Vittecoq announced his upcoming retirement effective May 31 . 
2013. James Umpleby became group president responsible for 
Energy & Power Systems effective January 1, 2013. 

Steve H. Wunning, Resource Industries 
Steve Wunning is group president of Caterpillar with responsibility 
for the Resource Industries Group, which includes the Advanced 
Components & Systems. Diversified Products, Integrated Manufacturing 
Operations, Mining Sales & Support, Mining Products, and Product 
Development & Global Technology divisions. 
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Off ! C©rS {Data based on 2012 year-end) 


Chairman and Chief Executive Officer 

Vice Presidents 

Chief Financial Officer 

Douglas R, Oberhslman 

Kent M. Adams 
\Wiiliam P Ainsworth 

Edward J, Rapp 

Group Presidents 

Mary H. Bell 

Treasurer 

Richard R Lavin 

Thomas J. Bluth 

Edward J. Scott 

Stuart L. Levenick 

David P. Bozeman 


Edward J. Rapp 

Robert B, Charter 

Chief Audit Officer 

Gerard R, Vittecoq 

Frank J. Crespo 

Matthew R. Jones 

Steven H, Wunning 

Christopher C, Curfman 



Paolo Feitin 

Chief Ethics and Compliance Officer 

Executive Vice President, 

V>^iliiam E. Finerty 

Christopher C. Spears 

Law and Public Policy 

Steven L. Fisher 


James B. Buda 

Gregory S. Fo!!ey 

Controller and Chief Accounting Officer 


Thomas 6. Frake 

Stephen A. Gosseiin 

Jananne A, Copeland 


Hans A. Haefeii 

Corporate Secretary 


Bradley M. Halverson 

Kimberly S. Hauer 

Christopher M.ReiU: 


Gwenne A. Henricks 

Assistant Treasurer 


Kathryrt Dickey Karo! 

Randy Krotowski 

Robin D. Beran 


Stephen P Larson 

Assistant Secretary 


William J. Rohner 

Patrick G. Holcombe 


Mark E. Sweeney 

D. James Umpieby, III 

Tana L. Utley 

Joni J. Funk 
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Board of Directors 


David L Caihoun,55 

Chief executive officer {since May 201 D) and a director (since Januaiy^ 
2Q1 1} of Nielsen Holdings N.V, (marketing and media information) and 
chairman of the executive hoard and chief executive officer of The 
Nielsen Company B.V (since September 2006). Prior to his positions 
at Nielsen, Mr, Calhoun served as vies chairman of General Electric 
Company and president and chief executive officer of GE Infrastructure. 
Other current directorships: The Boeing Company, Other directorships 
within the last five years: Medtronic, Inc, Mr. Calhoun has been a 
director of the Company since 201 1 , 

Daniel M. Dickinson, 51 

Managing partner of HCi Equity Partners (private equity investment]. 
Other current directotsShips: MISTRAS Group, Inc. and HCi Equity 
Partners. Other directorships within the last five years: Progressive 
Waste Solutions Ltd. Mr, Dickinson has been a director of the 
Company since 2006. 

Eugene V. Fife, 72 

Managing principal of Vawter Capital, LLC (private investment). Mr. Rfe 
served as the interim CEO and president of Eclipsys Corporation 
(healthcare information services) from April to November of 2005 and 
the nonexecutive chairman from 2001 until 2010. when Eclipsys merged 
with Allscripts Healthcare Solutions. Inc, Mr. Fife was formerly a partner 
of The Goldman Sachs Group, Inc., retiring in 1995. Other directorships 
within the last five years: Allscripts Healthcare Solutions. Inc. and 
Eclipsys Corporation, Mr. Fife has been a director of the Company 
since 2002 and retired from the board at the end of ZD12. 


Juan Gallardo, 55 

Chairman and former CEO of Grupo Embnteiladoras Unidas S.A,B. de 
C.V. (beverages and bottling). Other current directorships: Lafarge SA, 
Other directorships within the last five years: Grupo Mexico. S.A. de 
C.V. Mr. Gallardo has been a director of the Company since 1 998. 

DavIdR. Goode, 71 

Former chairman, president and CEO of Norfolk Southern Corporation 
(holding company engaged principally in surface transportation). Other 
current directorships; Delta Air Lines, Inc. and Texas Instruments 
Incorporated. Mr. Goode has been a director of the Company 
since 1993, 

Jesse J. Greene, Jr, 57 

Instructor at Columbia Business School in New York City, where he 
teaches corporate governance, risk management and other business 
topics at the graduate and executive education levels. He was formerly 
vice president of financial management and chief financial risk officer 
of International Business Machines Corporation (computer and office 
equipment). Mr. Greene has been a director of the Company since 201 1 . 

Jon M. Huntsman, Jr, 52 

Former United States Ambassador to China (2Q09-201 1 ) and former 
governor of Utah (2005-2009). Other current directorships; Ford Motor 
Company and Huntsman Corporaitan, Mr. Huntsman has been a director 
of the Company since April 2012. 


iconlinued) 

Board of Directors 52 
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Board of Directors {continued! 


Peter A. Magowan, 70 

Former president and managing genera! partner {1993-2008) of the San 
Frarrcisco Giants (Major League Baseball learn) and chairman {1980-1998) 
and chief executive officer |1 980-1933) of Safeway Inc. (food retailer). 
Other directorships within the last five years; DaimlerCbrysier AG. 
Mr. Magowan has been a director of the Company since 1993. 

Dennis A. Muitenburg, 48 

Executive vice president of The Boeing Company (aerospace/defense 
products and services) and president and chief executive officer of Boeing 
Defense, Space & Securih/ since September 2009. Prior to his current 
position, Mr, Muilenburg was president of Boeing Global Services & 
Support (2008-2009) and vice president and general manager of the 
Boeing Combat Systems division (2006-2008). Mr, Muilenburg has been 
a director of the Company since 2011. 

Douglas R. Oberheiman, 59 

Chairman and chief executive officer of Caterpillar Inc. {machinery, 
power systems and financial products). Prior to his current position, 
Mr. Oberheiman served as vice chairman and chief executive officer-elect 
and as a group president of Caterpillar Inc, Other current directorships; 
Eli Lilly and Company. Other diroctorships within the last five years: 
Ameren Corporation, Mi, Oberheiman has been a director of the 
Company since 2010, 

Wiliiam A. Osborn, 65 

Former chairman and CEO of Northern Trust Corporation {multibank 
holding company) and the Northern Trust Company (bank). Other current 
directorships: Abbott Laboratories and General Dynamics Corporation. 
Other directorships within the lavSt five years: Nicor !nc.. Tribune Company 
and Northern Trust Corporation. Mr, Osborn has been a director of the 
Company since 2000, 

Charles D. Powell, 71 

Chairman of Capita! Generation Partners (asset and investment 
management), LVMH Services Limited (luxury goods) and Magna 
Holdings (real estate investment). Prior to his current positions. Lord 
Powell was chairman of Sagitia Asset Management Limited (asset 
management). Other current directorships: LVMH Mobt-Hennessy 
Louis Vuitton and Textron Inc. Lord Powell has been a director of the 
Company since 2001. 


Edward B. Rust, Jr., 62 

Chairman, CEO and president of State Farm Mutual Automobile Insurance 
Company (insurance). He is also president and CEO of State Farm Fire 
and Casualty Company, State Farm Life Insurance Company and other 
principal Stete Farm affiliates, as well as trustee and president of State 
Farm Mutual Fund Trust and State Farm Variable Product Trust. Other 
current directorships: Helmerich & Payne, Inc. and The McGraw-Hill 
Companies, Inc. Mr. Rust has been a director of the Company since 20Q3. 

Susan C. Schwab, 57 

Professor at the University of Maryland School of Public Policy and a 
strategic advisor for Mayer Brown LLP, Prior to her current positions, 
Ambassador Schwab held various positions, including United States 
trade representative (member of the U.S. president's cabinet) and 
deputy United States ffade representative. Other current directorships: 
FedEx Corporation and The Boeing Company. Ambassador Schwab has 
been a director of the Company since 2009. 

Joshua i. Smith, 71 

Chairman and managing partner of Coaching Group, LLC (management 
consulting). Other current directorships: Comprehensive Care Corporation, 
FedEx Corporation and The Allstate Corporation. Other directorships 
within the last five yeans: CardioComm Solutions Inc, Mr. Smith has 
been a director of the Company since 1993, 

Miles 0. White, 57 

Chairman and chief executive officer of Abbott Laboratories 
(pharmaceutical and medical products). Other current directorships: 
McDonald's Corporation. Other directorships within the last five years: 
Motorola. Inc. and Tribune Company, Mr, White has been a director 
of the Company since 201 1 , 
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In the U.S. and around the world, the CaterpMlar Foundation invests in many 
programs focused on ensuring disadvantaged populations have enough to eat. 


f if iff 

1 in 6 Americans 

IS FOOD INSECURE i 

i 

§70 million- 

CHHONtCAt-lV HUNGRY WCRLOWiOE 

66 iiillion 1 

CHtlOREN ACROSS THE. OEVEt,. OPING f 
WORLD ATTEND CLASSES HUNGRY j 

ffffi 

; HUNGER STRIKES 

1 in 5 U.S. Children 


WORLD FOOD PROGRAMME 

The Worid Food Programme (WFP) operates school meal programs in 60 countries, in the 
poorest nations, this program has shown to as much as double primary school enrollment 
and greatly equalizes gender disparities. With support from the Caterpillar Foundation, 
WFP reaches about 22 million children armualty. 

FEEDING AMERICA 

Feeding America’s net'work of over 200 food banks across the United States will serve 
8 million meals because of the Caterpillar Foundations investment. 


For many, fresh, clean water is not as simple as 
turning on the tap. The Caterpillar Foundation 
supports organizations that are striving to bring 
potabie water to those in need, 

CHARITY: WATER 

Since 2010, charity; water has funded 6,994 water 
projects in 20 countries. These well and filtration 
system projects in Southeast Asia and Africa will serve 
more than 2,5 million people. In 2012, the Caterpillar 
Foundation provided support for their work in Tanzania, 
Li‘ 



WATER.ORG 

Water.org works to provide micrnloans for clean 
water access and the construction of household 
.sanitation facilitir^s. The Caterpillar Foundation’s 
investment in Water.org has helped thousands of 
people in India gain access to fresh water and the 
dignity of sanitation facilities. 


The Caterpiilsr Foundation 54 
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The CaterjJiHar Fourtriation works with a number of orsanlzatioirs speciaHzifia In providing those 
In need with temporary, transitional and permanent housing. 
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REALIZSNG VALUETHROUGHTHE LIFE CYCLE 

Our Business Model is the foundation of our success and, like everything we do, it 
begins and ends with the customer. We win by delivering valued, quality products, 
services and solutions that provide the lowesttotai owning and operating life cycle costs 
to our customers. This value proposition, enabled by our unmatched customer support 
creates the largest global field population, highest customer loyalty and most attractive 
profitability through the business cycle. 


Our ability to help our customers maximize the return they get from the products, services and solutions we provide is one 
of the fundamentals of our business. Unlike our competition, the initial sale of a Caterpillar product is only the beginning of 
the product life cycle value opportunities. 

A strong focus on aftermarket parts and service isawtal element in all three phases of our Business Model. We SEED the 
business with great products, services and unique solutions that meet our customers' needs and support their businesses. 

We understand what customers value, then design and build products and solutions with these values in mind. We take a life 
cycle perspective during product development. Caterpillar's differentiated and proprietary parts are a key part of that equation. 

We GROW the business by building the largest global field population of products. This large field population helps us 
sell parts and services, which leads to increased customer loyalty. To get there, we take advantage of rental and used 
equipment sales opportunities, as well as new machine sales. 

By supporting our customers overthe long run, we HARVEST the opportunities we create in the SEED and GROW phases 
of our Business Model, We seize parts and services opportunities and provide our customers with the solutions they value 
throughout the life cycle - whether they are the first, second or third owner of the equipment. 

To efficiently execute the Business Model, we've established our new Customer & Dealer Support Organization to bring 
strong focus to aftermarket parts and customer services and to deliver outstanding dealer development, For the first time, 
this new organization brings together the primary divisions that are fundamental to the execution of our Business Model. 

On behalf of our strategic businesses. Customer & Dealer Support will drive the actions necessary to 
grow our Cat parts sales and services opportunities. This includes substantial design/manufacturing, 
distribution, planning/support, dealer development and sales execution responsibilities related to 
Cat parts. 

We have the right Business Model and the right team in place to execute. 


Stu Levseick 

Levenick joined Cdterpillarasasales and marketing development representative in 1977 and brings a 
Strang background in marketing and general management as well as broad global experience from the 
United States, Canada, Russia, Asia Pacific and Japan. After serving in various management positions 
in marketing, commercial management and product source planning, he became a division manager in 
1989, regional manager for Cat Asia Pte. Ltd. in 1995 and general manager for company operations in the 
Commonwealth of Independent States (CIS) in 1998. Prior to becoming group president in 2004, he served 
as vice president of Caterpillar's Asia Pacific Division and chairman of Shin Caterpillar Mitsubishi Ltd. (SCM) - 
now Caterpillar Japan Ltd. (CJL). 




PSi-TVVLF-35-000004 


18 





Onifsa 1 

Gemiany l 

Japan 1 

Stf^apoi'S 
Swteefiarrd 
Unsled Kir>gci<?m 1 

Untied States 1S 



E^KQCutiMi' 1 

DistfibMfJsMT 1 

Mamtfacturing Op«. t 



What is Located in Switzerland ? 

f NO" wspcftsbility iw JHe rts:^Bci*meni paos bu^ffas) 



Supply Chain and Pasts business 


larson logisUcs US 

Murphy Purchasing US 

B^retef Mafkebng & Product Suppc US 


PSI-TWLF-36-000002 



947 





o Overview of FIN 48, Accounting for 
Uncertainty in Income Taxes 

o Financial Statement Impact of Adoption 

o Discussion of Uncertain Tax Positions 

o Effective Tax Rate and Legislative Update 
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Uiliions of LSD 

Reserve Category 

CSARL ; 

Transfer Pricing 




12/31/2006 FIN 48 Adoption 1/1/2007 


$164 

125 


($135) 

( 17 ) 


Redacted By The 
Permanent Subcommittee 
on Investigations 



j Millions ofVSD 

Rsserve Category 

CSARL 

Transfer Pricing 


'’rVes'.bV Type ( 


12/31/2006 FIN 48 Adoptiors 1/1/2007 
C L-a384 ($135) S4T~:Z 


Redacted By The 
Permanent Subcommittee 
on Investigations 
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_V0 l-i". j 


'rfain Tax Position* 


After Caterpillar SARL- Purchased Rnished Parts Di«trilni(ion 


Effective Tax Burdens 
Associated with Operating 
Income: 


Taxable in U.S. 
(35%+) 


Taxable in Local 
Country and 
Geneva (-lOVl.) 


Csuruillsf; ContlOcntial Red 16 Aprin0,2007 
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(in millions USD) 


Year 

12/31/2006 

1999 

2 

2000 

15 

2001 

15 

2002 

15 

2003 

33 

2004 

33 

2005 

41 

2006 

30 

Total 

184 


o Anewanrangementwith many 
internal transactions 

► Pridng of products and services 
between CSARL and Cat inc. and 
oflier subsidiades 

► Use of intellectual property, including 
trademark, by CSARL 

o Numerous internal transactions 
considered ‘untested" 

► Reserves focused on royalty for 
intellectual property 

► Calculations consistent once 
methodology established 
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(in mitllons USD) 

Year 

FIN 48 Adoption 

1999 

2 

2000 

2 

2001 

4 

2002 

6 

2003 

6 

2004 

6 

2005 

11 

2006 

12 

Total 

49 


o FIN 48 requires a re-evaluation 
based on settlement position 

o Comfort has increased over 
time 

► With 6 years of history, 
analysis shows stable 
comparables and range of 
profitability is consistent within 
accepted range 

o Largest benefit likely to sustain 
is 95% of total 
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Page(s) 
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on Investigations 
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• Extension of R&D Credit 

• Pending IRS Notice regarding Tolling and Contract Mfrg. 

• Expiry of Active Finance exception to "Subpart F” 

• Likely Codification of Business Purpose & Economic Substance 

• Possible Executive Deferred Compensation changes 

• Threats to repeal LIFO and “Deferral” 

• Numerous Illinois tax increases - especially new Gross Receipts Tax 

• German and UK Tax Rate Reduction 








o Determination of tax reserves requires 
significant judgment 

► FiN 48 provides consistent framework 

► Expect more volatility in effective tax rate as 
settlement positions more subject to change 

o Effective tax rate increasing in 2007 

0 Proactively participating in legislative actions 
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CatcrpUlar Inc 
CSAKL Permanent File 
Chronological History: 1999-2010 


Executive Summary 

The fbllowng document is intended to provide a summary of the Caterpillar S ARL 
(CSARL) operating and legal structure. 

Background on CSARL Legal Enti^ Structure 

CSARL is a Swiss SARL legal entity that is treated as a corporation for Swiss tax 
purposes and a partnership for US tax purposes. There are six legal entities that are 
partners in CSARL. The use of a partnership structure for US tax purposes followed a 
careful deliberation which concluded a partnership fonn of business best reflected the 
operational structure and economic results of the underlying Caterpillar business. A 
diagram of the CSARL legal entity structure (CSARL structure) and a list of the various 
CSARL classe.s of interest are included as Appendix 1 . The structure of the partnership, 
the economic effect of the contributions, and the contribution of each business was 
incorporated into the CSARL Joint Vemture Agreemcrn; (JV Agreement). A copy of the 
most recent version of the JV Agreement is included as Appendix 2. 

Background on the CSARL Operating Model 

CSARL operates as a "principal company" with responsibility for managing fte non-US 
Caterpillar business enteqirise, including the machines purchased finished 
replacement parts (Parts) businesses. The CSARL operating structure contains numerous 
discrete, yet interdependent, activities. It is the ag^^gation of these activities which 
allows CSARL to create economic value. In other words, each of these businesses woidd 
not be successful without one another and each of the businesses is successful only if the 
others are successful. For example, the sale of replacement parts is dependent upon the 
sale of machines and the sale of machines Is equally dependent upon the ability to sell 
replacement parts. Each of these interrelated businesses is represented by a particular 
class of partnership interest. 

Business Purpose for the CSARL Operating Model 

During 1 999, the business processes at Caterpillar were reviewed as part of a program of 
continuous improvement to evaluate their efficiencies and overall contribution to the 
effectiveness of the enterprise. The review process of the Parts business identified 
potential changes in the purchasing and sales functious that could enhance the 
competitiveness of Caterpillar. The changes proposed were in response to several factors 
inherent in the Caterpillar business model, including: 

1) The increasing globalization of the company. At the time of the review, 50% of 
net revenue in the business was attributable to non-US sources. This percentage 
was expected to increase to 70% of total worldwide net revenue by 2010; 
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2) The increasing globalization of the customer base of Caterpillar. Customers tend 
to favor relationships wi^ suppliers presaiting a global face to the market, rather 
than a US centric approach; 

3) The increasing globalization of the supplier base of the company. Caterpillar 
historically sourced its parts supply from a broad global marketplace. Managing 
parts supply relationships locally increases logistics, efficiency, quality and price; 
and 

A) A critical need to remove unnecessary cost from the Caterpillar supply chain. 

The aforementioned changes proposed to the Parts supply chain related principally to the 
appointment of CSARL as the worldwide purchaser of Parts (hereafter referred to as the 
"Parts Planning"). The Parts Planning reflected the importance of the non-US parts 
business and rOTiovcd unnecessary costs from the acquisition process for Parts. Under 
revised procedures, the legal relationships were changed such that CSARL began 
purchasing all global demand for Caterpillar Parts from third party suppliers for eventual 
sale to third party dealers. The re,sult of this was an absence of any related party in the 
legal title ftow for Parts. Consistent with the change in legal relationships, the 
intercompany financial relationships of CSARL were modified to properly reflect the 
arms length value of its increased functions and risks, as well as existing valuable 
marketing intangibles. Appropriate transfer prices and fees between CSARL and 
Caterpillar related entities were established. Finally, an accommodating legal entity 
structure to encompass the Parts Planning was developed. Key aspects of the Parts 
Planning which required dianges in the existing legal entity structure included : 

1) The consolidation of the existing business activities of Caterpillar Overseas SA 
(“CQSA”) and Caterpillar Commercial SARL (“CCSARL”) into a single legal 
entity; CSARL (the former CCSARL legal entity); 

2) The addition of responsibility for worldwide replacements parts purchasing 
activities to CSARL; 

3) The incorporation of existing branches in Spain and Belgium; 

4) The “tracking” of income associated with the distribution, licensing and 
entrepceneuriaJ business activities of ftjc consofidated legal entity, 

5) The transfer by COSA of an existing branch in Singapore to CSARL; and 

6) The establishment of regional marketing subsidiaries for other non-US territories 
of CSARL, 
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As previously mentioned, CSARL was reconstituted to serve as the "entrepreneur" for Ihe 
European business, including assuming die fiinctions, risks and intangibles consistent 
with this role. Four commercial activities which CSARL began engaging in at this time 
within the European region included: 

1) Marketer and distributor of Caterpillar manufectured prime product and 
replacement parts; 

2) Entrepreneur for replacement parts produced by outside suppliers under contract 
with CSARL pursuant to a licKise irom Caterpillar; 

3) Entrepreneur for replacement parts produced by Caterpillar France SA (“CAT 
France") and Caterpillar Belgium SA (“CAT Belgium") pursuant to a license 
&om Caterpillar, 

4) Entr^reneur for prime product, components & replacement parts manufactured 
under contract man ufacturing airangonents for P2000, Forestry Products, 
Articulated Truck and other specified business units. 

As the Caterpillar global business model evolved after 1999, the CSARL operating and 
legal structure similarly evolved to remain consistent with Caterpillar's strategic 
objectives. Specifically, a series of operational restructurings occurred since the creafion 
of the initial CSARL structure in 1999. A summary of the operational restructurings is 
listed below: 


1. European Parts and Parts 2000 

2. EAME Reorganizatioo 

3. 2001 Parts Initiative— Latin America (CAmSARL) 

4. Inventory T racking and Accounting Systems (ITAS) 

5. 2002 Parts Initiative - Canada (CNAmSARL) 

6. Asia Pacific Division 2002 

7. U.S. Dealers - Direct Sales 

8. Asia Pacific Division 2003 

9. Caterpillar Brazil Ltda. (CBL) Legal Entity Alignment 

10. Dutch CV Planning 

11. CBL Business Alignment 


September 1, 1999 
January 1, 2001 
December I, 2001 
July 1, 2002 
September 1, 2002 
January 1, 2003 
May 1, 2003 
June 1, 2003 
December 1, 2005 
December 1 , 2007 
March 1,2010 


A separate target design document was prepared and reviewed for each of these 
restructurings and was subject to QRM review procedures. The target design summary 
generally included (1) a description of the change in the business model serving as the 
catalyst for the restructuring, (2) the opaational model before and after the restructuring, 
(3) file legal structuring steps required to implement the operational changes, (4) a list of 
the legal agreements necessary for.the,Tcstmcturing,_Md (5).&QJ^ferprid 

considerations, r 

! Redacted - Ca terpillar Inc^ Privilege 
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Redacted - Caterpillar Inc. Privilege 


Result of CSARL Operating Mode! 

As previously mentioned, in order to manage the non-US CaterpiDar business enterprise, 
CSARL contractually assumed various business and economic risks, performed the key 
entrepreneur functions, and licensed the economic ownCTship of the intangibles related to 
the non-US business. As such, CSARL was, and continues to be, characterized as the 
"entrepreneur" of the non-US business for flie Caterpillar enterprise. Consistent with 
these facts, the sales income related to the non-US business was aligned with the CSARL 
operating model and, consequently, the sales income was subject to Swiss income tax in 
accordance with the terms of a Swiss tax ruling. The Swiss tax ruling was obtained by 
Caterpillar through negotiations with the Swiss tax authorities after an agreement was 
reached on headcount and local investment which Caterpillar committed to place in 
Geneva, Switzerland. In other words, the benefits of the tax ruling are achieved through 
the creation of operational substance consistwit with the terms required by the Swiss tax 
authority. Moreover, this operational substance must be maintained throughout the 
effective period of the ruling. A copy of this ruling is included as Appendix 3. Lastly, it 
should be noted that while the majority of the aforementioned sales income is only 
subject to current tax in Switzerland, a material amount of the sales income since 
implementation of the CSARL structure has also been subject to current US taxation 
under the Subpart F rules. Accordingly, such income has been subject to "double 
taxation" undCT both Switzerland and US tax laws. 


Review of CSARL Operating Model 

Caterpillar is able to record an annual tax and financial statement benefit for the CSARL 
structure only to the extent the legal and operating model is properly maintained. 
Broadly speaking, proper maintenance of the CSARL structure requires managing the 
following potential risk areas: 


1) US lax deferral: ensuring legal title flow for product sold by CSARL is 
characterized as "unrelaied-io-unrelated" for US tax purposes. By doing so, such 
sales income can be deferred from current US taxation. 

2) Transfer pricing: ensuring the CSARL profit alignment is supportable from a 
local country transfer pricing perspective and under US transfer pricing principles 
summarized in IRC Sec. 482. 


3) Permanent establishment; ensuring the operating substance for the non-US 
business is centralized within CSARL to avoid a taxable presence outside of 
Switzerland. 


Caterpillar has developed and institutionalized processes to annually review die CSARL 
operating model for these areas. These processes focus on ensuring (a) the CSARL 
operating model continues to maintain the appropriate level of entrepreneurial substance 
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to manage the aforementioned three areas and (b) all known risks related to the CSARL 
structure have been recognized and measured. These processes include: 

1) Quarterly review meetings by the Caterpillar Corporate Tax and CSARL 
European Tax groups arc hdd to analyze the tax, financial, and transfer pricing 
results of the CSARL operating structure. These meetings have been held since 
the inception of the CSARL structure in 1999. 

2) Quarterly provision reviews and FIN48 analysis are prepared by Caterpillar and 
reviewed by PwC to ensure all material exposures have been identified and 
quantified. Several uncertain tax positions (UTI^) in the FIN48 analysis relate 
either the CSARL structure or related transfer pricing issues. The FIN48 analysis 
memorandums for these UTPs should be viewed as supplonental documentation 
to this memo. 

3) A post-implementation review of the CSARL operating model was performed in 
2007 by Caterpillar Corporate Tax. The focus of the review was the CS ARL 
operational substance and whetiier the operational substance at that time of the 
review was sufficient to support the tax positions being taken by Caterpillar, An 
ability to affirm the operational substance directly correlates Caterpillar's ability 
to manage the three aforementioned risk areas. The conclusion of the report was 
sufficient substance was maintained by CSARL such material exposure should 
not exist. 


Conclusion 

For the aforementioned reasons, PwC has maintained a high level of comfort that not 
only the implementation but also the annual maint^ance of the CSARL operating model 
has been compliant with US and non-US tax and transfer pricing niles. Moreover, PwC 
also has ahi^ level of comfort that the annua! documentation should provide sufficient 
support for the resulting tax and financial benefits. 


Last Updated: February 16,2010 


CONFIDENTIAL 


PwC-CAT-OCOOISSO 


Confidentiai Treatment Requested by PwC 


PwC_,PSI. CAT_00Cr0341 0 



961 



CSARL Legal Structuring (cent.) 

A Purchased finished parts (exclusive of reatiocated purchased finished parts 
and G Parts) 

B Worked parts and prime product (including reallocated purchased finished 
parts) 

C Forest products, compact equipment, articulated trucks, MAK engines, and 
drag line buckets 

D Historic COFA, China and Singapore activities, (exdusive of purchased 
finished parts and SCM completed product and sub-assemblies) 

E SCM completed prime product and sub-assemblies (exclusive of parts) 

F Manufactured prime product, components and parts from CBSA and CFSA 

G Purchased finished parts for Asia Pacific Division 

H CSL-manufaciured Machines (RPM) 

CSARL JOOS activities 

PricewaterhouseCoopers Sl'Pe 3S 
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THIRD AMENDED AND RESTATED CATERPILLAR SARL 
JOINT VENTURE AGREEMENT 


THIS THIRD AMENDED AND RESTATED CATERPILLAR SARL JOINT 
VENTURE AGREEMENT of I November 2009 (the •‘ Third Restated JV Agreement ”) is by and 
among Caterpillar Commercial Holding SARL, a 50Ciet6 a responsabilite limitee organized 
under the laws of Switzerland, formerfy known as “Catwpillar Commercial Holding S.A.” 
(“CCH”), Caterpillar Overseas Credit Corporation SARL, a societe a responsabilite limitee 
organized under the laws of Switzerland, formerly known as “Caterpillar Overseas Credit 
Corporation S.A.” (“ COCCSARL ”! Caterpillar Overseas Investment Holdmg SARL, a 
societe a responsabilitd limitee organized under the laws of Switzerland (“COIHSARL”), 
Caterpillar Product Development SARL, a societe a responsabilite limitee organized under the 
laws of Switzerland ("CPDSARL”), Caterpillar Asia Pacific L.P., a limited partnership 
organized under the laws of Bermuda (“CAPLP”), and Caterpillar International Product 
SARL, a societe a responsabilite limitee organized under the laws of Switzerland (“CIPSARL”). 

Recitals 


Whereas. Caterpillar Overseas S,ARL, a societd a responsabilite limitee organized under 
the taws of Switzerland, formerly known as “Caterpillar Overseas S.A.” (“COSARL”), CCH, 
COCeSARL and COIHSARL entered into the Caterpillar SARL Restated Joint Venture 
Agreement of 1 December 2001 (the “ JV Agreement ): 


Whereas, effective 19 December 2002, COSARL, CCH, COCCSARL, COIHSARL and 
CPDSARL entered into the First Amendment to Caterpillar SARL Restated Joint Venture 
Agreement (the “ First Amendment” ! to reflect {among other things) certain transfers by CCH 
and the admission of CPDSARL as a Partner in Company; 


Whereas , effective 23 December 2002, CCH, COCCSARL, COIHSARL and CPDSARL 
entered into the Second Amendment to Caterpillar SARL Restated Joint Venture Agreement (the 
“S econd Amendment ”), to reflect (among other things) (xrtain transfers by COSARL, and the 
withdrawal of COSARL as a Partner in the Company; 

Whereas , effective 1 January 2003, CCH, COCCSARL. COIHSARL. CPDSARL and 
CAPLP entered into the Third Amendment to Caterpillar SARL Restated Joint Venture 
AgreCTnenl (the “ Third Amendment ”! in connection with the realignment of the Asia Pacific 
operations of Caterpillar Inc., a corporation incorporated under the laws of the State of Delaware, 
United States (“ CAT ’L and the admission of CAPLP as a Partner in the Company; 


Whereas , in or about November 2005, CCH and COCCSARL each converted from a 
socidte anonyme to a societe a responsabilite limits under the laws of Switzerland; 


Whereas , effective 1 December 2005, CCH, COCCSARL, COIHSARL, CPDSARL and 
CAPLP entered into the Fourth Amerjdment to Caterpillar SARL Restated Joint Venture 
Agreement (the “ Fourth Amendment ”) in connection wiA the further realignment of the Asia 
Pacific operations of CAT and the foregoing entity conversions by CCH and COCCSARL; 
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Whereas, effective I December 2005, CCH, COCCSARL, COIHSARL, CPDSAEJL and 
CAPLP entered into the Second Amended and Restated Caterpillar SARL Restated Joint Venture 
Agreement (the “ Second Restatement "^ in connecUon wth (i) sales by the Company of certain 
business lines within the Class C Company Activity and (ii) the minimal amount of Company 
treasury functions formerly known as “Class D Treasury Functions” and the Partners’ desire to 
optimize the Company’s overall treasury fonctions, and to reflect clarifications of, and 
corrections to, the CSARL JV Agreement as so amended and consolidate such amendments in a 
single document; and 


Whereas, as a result of CAT’s recent, gjobal business realignment initiative, the Partners 
now desire to amend and restate the Second Restatement to, among other things, approve and 
authorize the (i) admission of CIPSARL as a Partner in the Company, (ii) modification of the 
Class H Company Activity, and (iii) assignment of all of CCH’s Company Activity Percentage 
Interest in the Class H Company Activity to CIPSARL. 

NOW, THEREFORE, in consideration of the mutual covenants and agreements set forth 
herein and other good and valuable consideration, the receipt and sufficiency of which are 
hereby acknowledged, CCH, COCCSARL. COIHSARL, CPDSARL, CAPLP and CIPSARL 
hereby amaid and restate the JV Agreement (as amended by the First Amendment, Second 
Amendment, Third Amendment, Fourth Amendment and Second Restatement) effective as of 
the date first set forth above. 


ARTICLE 1 
DEFINITIONS 


Section 1.1 Definitions . The foiiowing capitalized terms shall have the following 
meanings: 


“Accounting Manual ” has the meaning set forth in Section 4. 5. 

“ Affiliate ” means, as to any Person, any other Person that directly, or indirectly through 
one or more intermediaries, controls or is controlled by or is under common control with such 
Person. For purposes of this definition, “control ” of a Person means the powar, direct or indirect, 
to direct or cause the direction of the management and policies of such Person whether by 
contract or otherwise and, in any event, any Person owning more than 50% of the voting 
securities of another Person shall be deemed to control that Person. 


“APD Territory ” means the following territories associated with the Company’s 
Singapore branch: American Samoa, Australia, Bangladesh, Bhutan, Cambodia, Fiji Islands, 
Hong Kong, India, Indonesia, Lao PDR, Malaysia, Mongolia, Myanmar, Nepal, New Caledonia, 
New Zealand, Papua New Guinea, People’s Republic of China, Philippines, Republic of China 
(Taiwan), Singapore, Solomon Islands, Soudr Korea, Sri Lanka, Tahiti, Thailand, Tonga and 
Vietnam. 


“ Articles of As.sociation ” means the Articles of Association of the Company originally 
registered with the Commercial Register in Geneva, Switzerland, on 14 July 1997, as amended 
on 1 September 1999, and as they may be further amended from time-to-time, 
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“ Book Depreciation qt Amortization” means depreciation or amortization with respect to 
Section 704(c) Property in an amount equal to (x) sudi depreciation or amortization as 
computed for United States federal income tax purposes multiplied by (y) a fraction (i) the 
numerator of which is the fair market value of sudi Section 704(c) Property on the date of its 
contribution to the Company, and (ii)the denominator of which is the basis of such 
Section 704(c) Property for United States federal income tax purposes on the date of its 
contribution to the Company; and in the case of any Section 704(c) I^pcrty having a zero tax 
basis for income tax purposes, the fair market value of such property shall be depreciated at the 
rate that would be used for United States federal income tax purposes if such property’s basis for 
United States federal income tax purposes were more than zero. 


“ Brazil Territory ” means the territory of the Fed^utive Republic of Brazil. 

“Business Dav ” means a day on which baidcs aie generally open for business in 
Switzerland. 


“ CAPLP ” has the meaning set forth in the introductory paragraph of this Third Restated 
JV Agreement, which entity has elected, under section 301.7701-3 of the Regulations, to be 
treated as an association taxable as a corporation for United States federal income tax purposes. 


“ CAT ” has the meaning set forth in the fourtii recital of this Third Restated JV 
Agreement. 


“CCH” has the meaning set forth in the introductory paragraph 
AgreemenL 


of this Third Restated JV 


“ Changed Company Activity” has the meaning set forth in Section 3.2(a). 

“ CIPSARL ” has the meaning set forth in the introductory paragraph of this Third 
Restated JV Agreement. 

“ Class A Company Activity ” means the assets and activities described on Exhibit A 
attached to this Third Restated JV Agreement. 

“ Class B Company Activity” means the assets and activities described on Exhibit B 
attached to this Third Restated JV Agreement. 

“ Class B Treasury Functions ” means the following functions performed by *c Class B 
Company Activity: cash management, accounts receivable management, provision of foreign 
exchange, currency risk management, financial analysis, and control and reporting for past due 
accounts, contingent liabilities and country exposure functions performed by the Class B 
Company Activity for the Company Activities and certain Affiliates of the Company, 
management of pension funds, twrrowing and investment of funds, the funding of cash 
requirements of Company Activities os contemplated by Section 2.2(d), and other similar 
functions. 


“ Class B Treasury Functions A^eeate Net Preferred Income ” means for any Fiscal 
Year (or other period agreed by the Partners) the sum of the Class B Treasury Functions Net 
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Preferred Income of all Company Activities (otha- than the Class B Company Activity) having 
Class B Treasury Functions Net Preferred focome for such Fiscal Year (or such other period 
agreed by the Partners). 


“ Class B Treasury Functions Company Activity Priority Gross Profit Shortfall ” has the 
meaning set forth in Section 3.i(b)(ii). 


“ Class B Treasury Functions Monthly Cash Balance ” means the positive cash balance of 
the Class A Company Activity, Class C Company Activity, Class D Company Activity, Class E 
Company Activity, Class F Company Activity, Class G Company Activity or Class H Company 
Activity, as applicable, as of the close of business on the last day of each month. 


“ Class B Treasury Functions Monthly Cash Deficit” means the negative cash balance of 
the Class A Company Activity, Class C Company Activity, Class D Company Activity, Class E 
Company Activity, Class F Company Activity, Class G Company Activity or Class H Company 
Activity, as applicable, as of the close of business on the last day of each month. 


“ Class B Treasury Functions Net Preferred Income " means for each Fiscal Year (or other 
period agreed by the Partners) for each Company Activity (other than the Class B Company 
Activity) the excess, if any, of the Class B Treasury Functions Preferred Income of each such 
Company Activity for such FisciU year (or such othw period) over the Class B Treasury 
Functions Priority Expense of each such Company Activity for such Fiscal year (or such other 
period). 


“ Class B Treasury Functions Net Preferred Income Shortfall ’’ means for each Fiscal Year 
(or other period agreed by the Partners) for each Company Activity (other than the Class B 
Company Activity) the excess of the Class B Treasury Functions Preferred Income of each such 
Company Activity for such Fiscal Year (or such other period) over the amount of Priority Gross 
Profit of the Class B Company Activity allocated to of each such Company Activity under 
Section 3,l(a)(i) for such Fiscal Year (or such other period). 


“ Class B Treasury Functions Net Priority Expense ” means for each Fiscal Year or other 
period agreed by the Partners) for each Company Activity (other than the Class B Ckjmpany 
Activity) the excess, if any, of the Class B Treasury Functions Priority Expense of each such 
Company Activity for .such Fiscal year (or such othCT period) over the Class B Treasury 
Functions Preferred Income of each such Company Activity for such Fiscal year (or such other 
period). 


“ Class D Treasury Functions Preferred Income ’* means for each Fiscal Year (or other 
period agreed by the Partners) for each Company Activity (other than the Class B Company 
Activity) having Class B Treasury Functions Preferred Monthly Income for such Fiscal Year (or 
other period agreed by the Partners) the sum of the Class B Treasury Functions Preferred 
Monthly Income of each such Company Activity for such Fiscal Year (or such other period). 


“ Class B Treasury Functions Preferred Monthly Income ” means for each Company 
Activity (other than the Class B Company Activity) the product of multiplying (x) the amount of 
Class B Treasury Functions Monthly Cash Balance, if any, of each such Company Activity as of 
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the close of business on the last day of each month by (y) the Monthly Percentage applicable to 
such month. 


“ Class B Treasury Functions Priority Exi^se ” means for each Fiscal Year (or other 
period agreed by ttie Partners) for each Company Activity (other than the Class B Company 
Activity) having Class B Treasury Functions Priority Moitfhly Expense for such Fiscal Year (or 
other period agreed by the Partners) the sum of tiie Class B Treasury Functions Priority Monthly 
Expense of each such Company Activity for such Fiscal Ye^ (or such other period). 

“ Class B Treasury Fxmetions Priority Monthly Expense " means for each Company 
Activity (other than the Class B Company Activity) the product of multiplying (x) the amount of 
Class B Treasury Functions Monthly Cash Deficit, if any, of each such Company Activity as of 
the close of business on the last day of each month by (y) the Monthly Percentage applicable to 
such month. 


“ Qass C Company Activity ” means the assets and activities described on Exhibit C 
attached to this Third Restated JV Agreement. 

“ Class D Company Activity ” means the assets and activities described on Exhibit D 
attached to this Third Restated JV Agreement. 

“ Class E Company Activity ” means the assets and activities described on Exhibit E 
attached to this Third Restated JV Agreement. 

“ Class F Company Activity '’ means the assets and activities described on Exhibit F 
attached to this Third Restated JV Agreement. 

“ Class G Company Activity *’ means the assets and activities described on Exhibit G 
attached to this Third Restated JV Agreement. 

“ Class H Company Activitv* ’ means the assets and activities described on Exhibit H 
attached to this Third Restated JV Agreement. 

“ COCeSARL ” has Che meaning set forth in the introductory paragraph of this Third 
Restated JV Agreement. 

“Code” means the United States Internal Revenue Code of 1 986, as amended. 


“ COIHSARL ” has the meaning set forth in the introductory paragraph of this Third 
Restated JV Agreement and is a Disregarded Entity. 

“ Company* ’ means Caterpillar SARL, as a Swiss socictc a responsabiliti limitee 
organized on 14 July 1997 (originally under the name “Caterpillar Commercial SARL") to 
conduct a joint venture for the purposes set forth in the Articles of Association. 


“ Company Activity " means a Class A Company Activity, a Cla.ss B Company Activity, a 
Class C Company Activity, a Class D Company Activity, a Class E Company Activity, a Class F 
Company Activity, a Class Q Company Activity or a Class H Company Activity. 
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“ Company Activity Percentage Interest ” means a Partner’s percentage interest, as set 
forth on Schedule 1 hereto, as amended fixun time-to-time in accordance with Section 8.6, in Net 
Income, Net Loss and Distributable Amounte of each Company Activity. 


“ Company Activity Sub Income and Loss Account ” has the meaning set forth in 
Section 3.2(a). 

“ Company Activity Sub Income and Loss Change Amount " has the meaning set forth in 
Section 3.2(aXii)- 

“ CQSARL ” has the meaning set forth in the first recital of this Third Restated JV 
Agreement. 

“ CQSARL Contribution Agreement ” means Are Contribution In Kind Agreement 
between CQSARL and the Company dated 1 September 1999. 

“CPDSARL ” has the meaning set forth in the introductory paragraph of this Third 
Restated JV Agreement. 


“ CSARL Territory ” has the meaning set forth in the License Agreement. 


“ Disregarded Entity ” means a business entity that is a legal entity under the laws of the 
jurisdiction where it is organized that for United States federal income tax purposes is 
disregarded as an entity separate from its sole owner under section 301.7701-3 of the 
Regulations. 


“ Disregaided Entity Subsidiary” means a Disregarded Entity all the ownership interests 
of which are owned by the Company directly or directly and/or indirectly through one or more 
intermediate Disregarded Entity Subsidiaries. 


“ Distributable Amount ” of each Company Activity means (i)cash on hand of a 
Company Activity at the end of each Fiscal Year (or other period ending at the end of a month 
agreed by the Partners) that is available for distribution to the Partners (including for this purpose 
the excess of (x) the Class B Treasury Functions Mondily Cash Balance, if any, of such 
Company Activity over (y) the Class B Treasury Functions Monthly Cash Deficit, if any, of such 
Company Activity, as of the close of business on the last day of such Fiscal Year (or last day of 
such other period agreed by the Partners)) taking into account any cash needed to be retained for 
working capital or as a reserve for liabilities or contingencies of such Company Activity and 
(ii) any other property (tangible or intangible) of a Company Activity that is available for 
distribution to the Partnen at the end of each Fiscal Year (or othCT period ending at the end of a 
month agreed by the Partners) taking into account any such property needed to be retained for 
working capital or as a reserve for liabilities or contingencies of such Company Activity, 
provided, however, in no event shall the sum of the Distributable Amounts of all Company 
Activities for any Fiscal Year exceed the amount of profits and reserves that the Company is 
permitted to distribute for such Fiscal year under articles 804 and 805 of the Swiss Code. 


“ Extra-APD Territory ” means the entire world, cxcqjting only Japan and the APD 


Territory. 
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“ First Amendment ” has the meaning set forth in the second recital of this Third Restated 
JV Agreemait. 


“ Fiscal Year *’ means the year set forth in article 27 of the Articles of Association. 


“ Fourth Amendment ” has the mraning set forth in the sixth recital of this Third Restated 
JV Agreement. 


“ GAAP ” means generally accepted accounting principles as in effect in the United Stales 
from time-to-time, 

“ Geneva Office Building ” meeuis the office building included in the assets set forth on 
Exhibit A to the COSARL Contribution Agreement 


“ Governmental or Regulatory Authority' * means any court, tribunal, arbitrator, authority, 
agency, commission, official or other instrumentality of the United States, including its 
territories and possessions, Switzerland and its cantons, and any foreign country or any domestic 
or foreign state, county, city or other political subdivision. 


“ Income and Loss Account ” means with respect to a Partner an account that establishes 
the amount sudi Partner is entitled to receive under Section 5.3 on liquidation of the Company, 
which account shall equal the sum of (x) the total of the balances (whether positive or negative) 
of all Company Activity Sub Income and Loss Accounts of such Partner and (y) the amount of 
the balance (whether positive or negative) of the Other Income and Loss Account of such 
Partner. The provisions of Section 3.2(a) relating to the maintenance of Company Activity Sub 
Income and Loss Accounts, and the provisions of Section 3.2(b) relating to the maintenance of 
Other Income and Loss Accounts, are intended to comply with section 1. 704-1 (b), etseq., of the 
Regulations and shall be applied in a manner consistent therewith. 


“ JV Agreement ” has the meaning set forth in the first recital of this Third Restated JV 
Agreement. 


“ Laws ” means all laws, statutes, rules, regulations, ordinances and other pronouncements 
having the effect of law of any Governmental or Regulatory Authority. 

“ License Agreement ” means the Seventh Amended And Restated License Agreement 
between CAT and the Company effective 1 January 2006, as the same may be amended, restated, 
renewed or superseded, except as otherwise stated therein. 

“Monthly Percentage ” means a monthly percentage that is consistent with the monthly 
interest rate charged by the Company for Joans made by the Company to CAT and CAT 
Affiliates (other than the Company) in performing Class B Treasury Functions. 


^ ‘Net Book Value ” means (i)the feir market value of Section 704(c) Property of a 
Company Activity on the date of its contribution to the Company, less the accumulated Book 
Depreciation or Amortization with respect to such Section 704(c) Property for the period 
beginning on the date of its contribution to the Company and ending on each date for which Net 
Book Value is being determined, and (li) the purchase price paid by the Company for property of 
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a Company Activity, less the accumulated depredation or amortization with respect to such 
property for the period beginning on the date of its purchase by tiie Company and ending on each 
date for which Net Book Value is being de^^mined. 


‘" Net Income ” or “Net Loss” means income or loss for United States federal income tax 
purposes derived by, or attributable to, a Company Activity for any Fiscal Yezu (or other period 
agreed by the Partners), computed taking into account the adjustments provided for in 
Section 3.1(a){iii), 3.1(b)(iii) and 3.1{cXiv), and the allocations provided for in Section 3. l(c)(i) 
and (ii); provided however, that in the case of any Section 704(c) Property of the Company, 
(i) in lieu of the depredation or amortization with respect to such Section 704(c) Property used in 
calculating income or loss for United States federal income tax purposes for such Fiscal Year (or 
such other period), there shall be substituted Book Depreciation or Amortization and (ii) in lieu 
of the actual basis of such Section 704(c) Property for United States federal income tax purposes, 
the Net Book Value of such Section 704(c) Property sh^l be used in computing gain or loss 
arising from any sale or other disposition of such Section 704(c) Property. 


“ Other Loss” means any loss or expense other than Net Loss (or items thereof) or Class B 
Treasury Functions Priority Expense. 


“Othw Income ” means any income or gain other than Net Income (or items thereof) or 
Class B Treasury Functions Preferred Income. 


“ Other Income and Loss Account ” has the meaning set forth in Section 3.2(b). 

“Paid-In Surplus ” means amounts of cash or property transferred by a Partner to the 
Company as ^'apport a fonds perdu” 


“ Partner ” means CCH, COCCSARL, COIHSARL, CPDSARL, CAPLP and CIPSARL, 
as the case may be, and any permitted successors or assigns thereof 


“ Partners Meeting ” has the meaning set forth m Section 3.7. 

“ Person ” means any corporation, company or other business entity or a natural person. 

“ Prime Products. Components & Parts ” means products of the character of those in which 
CAT now or at any time hcrcafler docs business, but excluding Purchased Finished Replacement 
Parts/Components. 

“ Priority Gross Profit” means, with respect to a Company Activity, the gross income of 
such Company Activity computed excluding any Class B Treasury Functions Preferred Income, 
Class B Treasury Functions Priority Expense, interest income or interest expense of such 
Company Activity. 


“ Purchased Finished Replacement Parts/Components ” means parts for the repair or 
maintenance of, or components associated with, products manufacture and/or sold by CAT 
and/or CAT Affiliates that are manufactured by Third Parties and purchased directly from such 
Third Parties by the Company and/or any Disregarded Entity Subsidiary. 
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“ Registered Capital ” has the meaning forth in article 5 of the Articles of Association. 
“ Regulations " means regulations promulgated under the Code as in effect from time-to- 


“ Second Amendment ” has the meaning set forth In the third recital of tiiis Third Restated 
JV Agreement 


“Second Restatement" has the meaning set forth in the seventh recital of this Third 
Restated JV Agreement. 

“ Section 704fcl Property " means any property that is contributed to the Company by a 
Partner if the fair market value of such property on foe contribution date differs from its tax basis 
for United Slates federal income tax purposes on such date. 

“Singapore Office Building” means the office building located in Singapore and included 
in the assets set forth on Exhibit A to the COSARL Contribution Agreement. 


“ Singapore Warehouse ” means the warehouse building located in Singapore and 
included in the asset.? set forth on Exhibit A to the COSARL Contribution Agreement. 


“ Singapore Warehouse Charge " means an arm’s length charge for the use of the 
Singapore Warehouse by a Company Activity (other than Class D Company Activity) 
determined each Fiscal Year (or other period agreed upon by the Partners) in accordance with the 
applicable principles of the Accounting Manual. 


“Singapore Warehouse Charge Shortfall " means foe excess, if any, of foe Singapore 
Warehouse Charge to a Company Activity for a Fiscal Year (or other period agreed by the 
Partners) over foe gross income of such Company Activity for such Fiscal Year (or such other 
period). 


“ Subordinated Loan ” means an advance of funds by a Partnw to the Company pursuant 
to a Variable Amount Subordinated Loan Agreement in the form of Schedule 2 to this Third 
Restated JV Agreement. 

“Swiss Code " means the Swiss Code of Obligations. 

‘ Third Amendment ” has the meaning set forth in the fourth recital of this Third Restated 
JV Agreement. 


' Third Parties " means any company other than CAT or a CAT Affiliate, 


“ Third Restated JV Agreement " has the meaning set forth in the introductory paragraph 
of this T’hiid Restated JV Agreement. 


Section 1 .2 
any provision of any 


Statutory Provisions . References in this Third Restated JV Agreement to 
enactment, statute or any other legislation or to any rules or regulations 


CONFIDENTIAL 


PwC-CAT-00001591 


PwC_PS1_CAT_0000342T 


Confidential Treatment Requested by PwC 



971 


promulgated thereunder or other subordinate legislation include any modification, amendment or 
re-enactment of that provision then in force. 


ARTICLE! 
JOINT VENTURE 


Section 2.1 Purpose of Company . The Company is a joint venture organized and 
existing for the purposes set forth in article 2 of the Articles of Association. 

Section 2.2 Capital ContribntioDS and Subordinated Loans 

(a) CCH shall transfer as Paid-In Surplus and/or Subordinated Loans, as 
agreed by the Partners, to the Company all funds required for the reasonable commercial conduct 
of the Class C Company Activity in such amounts and at such times as determined by the 
managers of the Company in accordance with the Articles of Association. 


(b) No Partner shall have any obligation to transfer cash or property to the 
Company as Registered Capital, Paid-In Surplus or Subordinated Loans other than the transfers 
of cash and property provided for in this Section 2.2 and Section 5.2. 


(c) In the event that pursuant to Sections 3.7 and/or 3.8 all or a portion of 
CCH’s Distributable Amount of any Company Activity is not distributed by the Company to 
CCH, CCH may fund its obligations under Section 2.2(a) by instructing the Company to transfer 
for the benefit of the Class C Company Activity such portion of such undistributed Distributable 
Amount as CCH designates. 


(d) As part of the Class B Treasury Functions, the Company shall ftind its 
business needs to the extent not funded by the Partners as set forth in this Section 2.2, and any 
such funding shall be accounted for as provided in Section 3.1(a) and (b). 

Section 2.3 Withdrawal or Distribution of Capital: Other Distributions . Unless 
the Partners unanimously agree otherwise, no Partner shall be entitled to withdraw or otherwise 
receive a return of any part of its capital contribution to the Company except undw Section 5.3 
on liquidation of the Company, or to receive any other distribution from the Company except as 
provided m Sections 3.7 and 3.8. 

Section 2.4 Maaaaement of the Company 

(a) The Company shall be managed as set forth in the Articles of Association 

mid herein. 


(b) The Company shall not acquire a new business or assets other than assets 
needed for conduct of the Company Activities or admit an additional partner without the consent 
of all Partners which, if grant^, shall be reflected by execution by all Partners in accordance 
with Section 8.6 of an amendment to this Third Restated JV Agreement reflecting such 
acquisition or admission of an additional partner. 
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ARTICLES 

ALLOCATIONS; INCOME AND LOSS ACCOUNTS; 
OTHER TAX MATTERS; DISTRIBUTIONS 


Section 3.1 Allocations . For United States federal income tax purposes and for 
purposes of making distributions to Partn^s under Sections 3.7, 3.8 and/or Section 5.3, Net 
Income and Net Loss (and items thereol), Priority Gross Profit, and Other Income and Other 
Loss (and items thereof) shall be allocated wnong the Partners as set forth below in this 
Section 3.1 in the following order and manner. 


Income 


(a) Allocations in respect of Class B Treasury Functions Net Prefened 


(i) An amount of Priority Gross Profit of the Class B Company 
Activity for each Fiscal Year (or other period agreed by the Partners) shall be allocated to 
each other Company Activity having Class B Treasury Functions Net Preferred Income 
for such Fiscal Year (or such other period) up to, but not in excess of, the amount of such 
Class B Treasury Functions Nrt Preferred Income of such other Company Activity in the 
ratio that such Class B Treasury Functions Net Preferred Income of such other Company 
Activity bears to the Class B Treasury Functions Aggregate Net Preferred Income for 
such Fiscal Year (or such other period). 


(ii) If the Priority Gross Profit of the Class B Company Activity for 
such Fiscal Year (or other period) is less than the Class B Treasury Fxwetions Aggregate 
Net Preferred Income for such Fiscal Year (or such other period), in addition to the 
allocations under Section 3.1(aXi), expense or loss (other than interest expense) of each 
such other Company Activity for such Fiscal Year (or other period) shall be allocated to 
the Class B Company Activity in an amount equal to the Class B Treasury Functions Net 
Preferred Income Shortfall, if any, of each such other Company Activity for such Fiscal 
Y ear (or such other period). 


(iii) The Net Income or Net Loss, as the case may be, of each Company 
Activity for each Fiscal Year (or other period agreed by the Partners) allocated under 
Section 3.1(d) shall be adjusted prior to the allocations under Section 3.1(d) to reflect: 
first, any amounts of Class B Company Priority Gross Profit allocated under 
Section 3.1(a)(i) to the Class A Company Activity, Class C Company Activity, Class D 
Company Activity, Class E Company Activity, Class F Company, Class G Company 
Activity or Class H Company Activity, as applicable, for such Fiscal Year (or such other 
period); and second, any amounts of expense or loss of the Gass A Company Activity, 
Class C Company Activity, Class D Company Activity, Class E Company Activity, 
Class F Company, Class 0 Company Activity or Class H Company Activity, as 
applicable, allocated under Section 3.1(a)(ii) to the Class B Company Activity for each 
Fiscal Year (or other period agreed by the Partners). 
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Expense 


(b) Al locations in Respect of Class B Treasury Functions Net Priority 


(i) An amount of Priority Gross Profit for each Fiscal Year (or other 
period agreed by the Partners) of each Company Activity (other than the Class B 
Company Activity) having a Class B Treaswy Functions Net Priority Expense for such 
Fiscal Year (or other period agreed by the Partners) shall be allocated to the Class B 
Company Activity in an amount equal to the Class B Treasury Functions Net Priority 
Expense of such Company Activity for such Fiscal Year (or such other period). 

(ii) If the Priority Gross Profit of a Company Activity (other than the 
Class B Company Activity) having a Class B Treasury Functions Net Priority Expense 
for such Fiscal Year (or such other period) is less than such Class B Treasmy Functions 
Net Priority Expense of such Company Adivity P‘ Class B Treasury Functions Company 
Activity Priority Gross Profit Shortfall **), in addition to the allocations under 
Sections. I(b)(i), expense or loss (other than interest expense) of the CiassB Company 
Activity for such Fiscal Year (or such other period) shall be allocated to such Company 
Activity in an amount equal to the Class B Treasury Functions Company Activity Priority 
Gross Profit Shortfall of such Company Activity. 


(iii) The Net Income or Nd Loss, as the case may be, of each Company 
Activity for each Fiscal Year (or other period agreed by the Partners) allocated under 
Section 3.1(d) shall be adjusted prior to the allocations under Section 3.1(d) to reflect: 
first, any amounts of Priority Gross Profit of the Class A Company Activity, Cla.ss C 
Company Activity, Class D Company Activity, Class E Company Activity, Class F 
Company, Class G Company Activity or Class H Company Activity, as applicable, 
allocated under Section 3.1(b)(i) to the Class B Company Activity for such Fiscal Year 
(or such other period); arul second, any amounts of expense or loss of the Class B 
Company Activity allocated under Section 3.1(b)(ii) to the Class A Company Activity, 
Class C Company Activity. Class D Company Activity, Class E Company Activity, 
Class F Company, Class G Company Activity or Class H Company Activity, as 
applicable, for each such Fiscal Year (or such other period). 


(c) 

Allocations of Operating Expenses and Use Charges 


; and Factory - 


(i) Notwithstanding that the Geneva Office Building is an asset of the 
Class B Company Activity, any expense (other than depreciation) for a Fiscal Year (or 
other period agreed by the Partners) of operating such office building shall be allocatod to 
each Company Activity in accordance with its respective usage of such office building 
during such Fiscal Year (or such other period). 


(ii) Notwithstanding that the Singapore Office Building and Singapore 
Warehouse are assets of the Class D Company Activity, any expense (other than 
depreciation) for a Fiscal Year (or other period agreed by the Partners) of operating each 
such building shall be allocated to each Company Activity in accord^ce with its 
respective usage of each such building during such Fiscal Y ear (or such other period). 
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(iii) In addition to the allocation of operating expenses to Company 
Activities as provided in Section 3. l(c)(ii), the Class D Company Activity shall be 
compensated for the use of the Singj^re Warehouse by any Company Activity (other 
than the Class D Company Activity) as follows: 


(A) An amouid of gross income of each Company Activity 
(other than the Class D Company Activity) shall be allocated to die 
Class D Company Activity in an amount equal to each such Company 
Activity’s Singj^re Warehouse Charge for each Fiscal Year (or other 
period agreed by the Partners). 

(B) If the gross income of a Company Activity for such Fiscal 
Year (or such other period) is less than such Company Activity’s 
Singapore War^ouse Charge for such Fiscal Year (or such other period), 
m addition to the allocation, of all remaining gross income of such 
Company Activity for such Fiscal Year (or such other period) to the 
Class D Company Activity under Section 3 . 1 (c)(iii)(A), expense or loss of 
the Qass D Company Activity for such Fiscal Year (or such other period) 
shall be allocated to such Company Activity in an amount equal to such 
Company Activity’s Singapore Warehouse Charge Shortfall for such 
Fiscal Year (or sudi other period). 


(iv) The Net Income or Net Loss, as die ease may be, of each Company 
Activity for each Fiscal Year (or other period agreed by the Partners) allocated under 
Section 3.1(d) shall be adjusted prior to the allocations under Section 3,1 (d) to reflect any 
amounts of gross income, expense or loss allocated under Section 3. l(c)(iii), for each 
such Fiscal Y ear (or such other period). 


(d) Allocations of Net Income ond Net Loss of Each Company Activity . Net 
Income or Net Loss (and items thereof) derived fiom or attributable to each Company Activity 
for each Fiscal Year (or other period agreed by the Partners), in each case determined after the 
allocations get forth in Section 3.1(a), (b) and (c), shall be allocated among the Partnem in 
accordance with each Partner’s Company Activity PercCTita^ Interest for such Fiscal Year (or 
such other period) for each such Company Activity. 

(e) Allocations of Other Income and Other Loss . Other Income and Other 
Loss, if any, for each Fiscal Year (or other period agreed by the Partners) shall be allocated 
among the Partners as they shall mutually agree. 

Section 3.2 Company Activity Sub Income and Loss Accounts; Other Income and 
Loss Accounts 


(a) Company Activity Sub Income and Loss Accounts . There shall be 
established for each Partner a separate account in respect of each Company Activity which shall 
be maintained and adjusted as provided in this Section 3.2(a) (a “ Company Activity Sub Income 
and Loss Account ”!. 
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(i) Each PartaCT’s Company Activity Sub Income and Loss Account 
shall be increased by (A) any Net Income (or items thereof) allocated to such Partner 
pursuant to Section 3.1(d) in respect of tiie Company Activity for which such Company 
Activity Sub Income and Loss Account has been cstablishad and is being maintained, 

(B) the amount of cash contributed by sudi Partner to the Company (including cash 
deemed contributed under section 752 of flie Code by reason of a Partner’s assumption of 
a liability of the Company Activity for whidi such Company Activity Sub Income and 
Loss Account has been established and is b«og maintained, other than a liability 
specified in Section 3.2{a)(i)(C)) as Registered Capital, Paid-In Surplus and/or 
Subordinated Loans in respect of the Company Activity for which such Company 
Activity Sub Income and Loss Account has been established and is being maintained, and 

(C) the value of any property (net of any liabilities secured by such property that the 
Company is considered to assume or take subject to under section 752 of the Code) 
transferred by such Partner to the Company as Registered Capital, Paid-In Surplus and/or 
Subordinated Loans in respect of the Company Activity for which such Company 
Activity Sub Income and Loss Account has been established and is being maintained. In 
the event that there is an increase in a Partner’s, or a Partner receives a, Company 
Activity Percentage Interest (the ‘ ^Changed Company Activity ”), such Partner’s Company 
Activity Sub Income and Loss Account for flie Changed Company Activity shall be 
increased by, or such Partner shall rec«ve, any Company Activity Sub Income and Loss 
Change Amount for such Changed Company Activity. 

(ii) Each Partner’s Income and Loss Account shall be decreased by: 
(A) the amount of any Net Loss (or items thereof) allocated to such Partner pursuant to 
Section 3.1(d) in respect of the Company Activity for which such Company Activity Sub 
Income and Loss Account has been established and is being maintained, (B) the amount 
of any cash distributed to such Partner (including cash deemed distributed under 
section 752 of the Code by reason of the Company’s assumption of a liability of such 
Partner relating to the Company Activity for which such Company Activity Sub Income 
and Loss Account has been established and is being maintained, other than a liability 
specified in Section 3. 2(a)(i)(C), and (C)the fair market value (net of any liabilities 
secured by such property that tiic Company is considered to assume or take subject to 
under section 752 of the Code) of any property of the Company Activity for which such 
Company Activity Sub Income and Loss Account has been established and is being 
maintained distributed in kind to such Partner pursuant to Sections 3.7 and 3.8. Any cash 
or property iransfened to a Partner in respect of a Subordinated Loan (including any 
amounts distributed under Section 5.3) shall be treated as a distribution of such cash or 
property for purposes of the preceding sentence and for all other purposes of this Third 
Restated Agreement, In the event that any property (tangible or intangible) of a 
Company Activity is distributed in kind to any Partner (whether in coruiection with a 
liquidation of the Company or otherwise), the Company Activity Sub Income and Loss 
Account of such Partner shall be adjusted to reflect the oJlocation of Net Income (or items 
thereof) or Net Loss (or items thereof) that would be made under Section3.1(d) if such 
property had been sold by the Company for its fair market value rather than distributed in 
land. In the event that there is o decrease in a Partner’s Company Activity Percentage 
Interest in a Changed Company Activity, such Partner’s Company Activity Sub Income 
and Loss Account for the Changed Company Activity shall be reduced by an amount 
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equal to the product of multiplying (x)tiie balance of such Company Activity Sub 
Income and Loss Account immediately prior to such decrease by (y) the percentage 
reduction in such Partner’s Company Activity Percentage Interest (the “ Company 
Activity Sub Income and Loss Change Amounf h. 


(b) Other Income and Loss Accounts . There shall be established for each 
Partner a separate account in respect of Other Income and Othw Loss allocated to such Partner 
under Section 3.1(e) which shall be maintained and adjusted as provided in this Section3.2Cb) 
(an “ Other Income and Loss Account ”). Each Partner’s Other Income and Loss Account shall be 

(i) increased by any Other Income allocated to such Partner under Section 3.1(e), and 

(ii) decreased by any Other Loss allocated to such Partner under Section 3.1(e) and the amount 
of any cash distributed to such Partner and the fair market value of any property distributed in 
kind to such Partner (net of any liabilities secured by such asset that such Partner is considered to 
assume or take subject to under section 752 of the Code) pursuant to Sections 3.7 and 3.8 in 
respect of such Partner’s Other Income and Loss Account. In the event that any property 
(tangible or intangible) is distributed in kind to any Partner (whether in connection with a 
liquidation of the Company or otherwise) in respect of its Other Income or Loss Account, such 
Oth«- Income or Loss Account shall be adjusted to reflect the allocation of Other Income or Loss 
that would be made under Section 3.1(e) if such property had been sold by the Company for its 
fair market value rather than distributed in kind. 


Section 3.3 Interest on Capital . No interest shall be paid by fl\e Company on the 
Registered Capital, Paid-In Surplus or Subordinated Loans transferred by a Partner to the 
Company and, except as provided in Section 3.1(a) and (b), no intwest or equivalent amount 
shall be allocated by the Company to a Partner. 


Section 3.4 Tax Elections . Except as otherwise expressly provided herein, all 
elections required or permitt^ to be made by the Company under the Code or other applicable 
tax law shall be made in such manner as may be reasonably determined by the Partners. 


Section 3.5 Allocations for Tax Purposes . Each item of gross income, gain, loss and 
deduction of the Company as determined for tax purposes shall be allocated to the Partners in the 
same proportion as the corresponding item of gross income, gain, loss and deduction is allocated 
to them pursuant to Sections 3. 1 and 3.6; provided, however, that any item of gross income, gain, 

loss or deduction with respect to any Section 704(c) Property shall be allocated to the Partners in 
accordance with section 704(c) of the Code and section 1.704-l(b)(2)(iv)(g) of the Regulations 
so as to take into account the difference between the fair market value and the basis for tax 
purposes of such Section 704(c) Property on the date of its contribution to the Company. The 
allocations made pursuant to this Section 3.5 shall not be reflected in the Income and Loss 
Accounts of the Partners or affect any cash or property distribution-s to the Partners under 
Sections 3.7, 3,8 and/or 5,3. 


Section 3,6 Allocations Attributable to Transferred Interests . In the event that any 
Partner transfers ail or any part of its interests in the Company, or any Company Activity 
Percentage Interest of a Partner is increased or decreased, any Net Income or Net Loss (or item 
thereof), depreciation and amortization, and Other Income and Other Loss attributable to such 
interest or such Company Activity for the Fiscal Year during which such transfer or increase or 
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decrease occurs shall, subject to any applicable Regulations under section 706 of the Code, be 
allocated between the applicable Partners on a pro rata basis based upon the number of days 
during such Fiscal Year Aat the transferor Partner and the transferee Partner each owned such 
interest, or the number of days during such Fiscal Year before and after such increase or decrease 
in Company Activity Percentage Interest, as the case may be; provided, however, that the 
Company shall allocate such Net Income or Loss (or item thereof), depreciation and 
amortization and Other Income and Other Loss based upon an interim closing of the Company’s 
books as of the date of such transfer, or such increase or decrease in Company Activity 
Percentage Interest, as the case may be, at the request of any Partner and at the sole expense of 
such Partner if such Partner delivers a written request for an interim closing of the books to all 
other Partners within ten Business Days of such transfer or increase or decrease. 

Section 3.7 Swiss Law Dividends . The Partners hereby agree and covenant to each 
other that, at each annual general meeting of the shareholders of the Company or any 
extraordinary general meeting of the shareholders of the Company at which payment of 
dividends is to be considered (either such meeting, a “ Partners Meeting ”), they shall 
unanimously vote pursuant to the option provided in article 29 of die Articles of Association to 
make dividend distributions in accordance with Section 3.8. 


Section 3.8 Distributions 

(a) Except for distributions under Section 5.3 made in connection with the 
liquidation of the Company, distributions of cash or property by the Company shall be made 
strictly in accordance with this Section 3.8 and, as dividends for Swi.ss law purposes, shall be 
made consistently with the applicable provisions of the Swiss Code and article 29 of the Articles 
of Association. Prior to each Partners Meeting, (i) the Partners shall detatnine the Distributable 
Amount tor each Company Activity and any balance in each Partner’s Other Income and Loss 
Account for the Fiscal Year (or other period agreed by the Partners) with respect to which such 
Partners Meeting is to be held, (ii) (he Partners having a Company Activity Percentage Interest in 
a Company Activity shall determine by unanimous agreement, or if one Partner has the entire 
Company Activity Percentage Interest in a Company Activity, such Partner shall determine, the 
portion, if any, of the Distributable Amount of such Company Activity to be distributed to such 
Partners or Partner by the Company, and (iii) in the case of Other Income and Loss Accounts, the 
Partners shall determine by unanimous agreement the portion, if any, of any positive balance in a 
Partner’s Other Income and Loss Account that is to be distributed to such Partner by tbe 
Company. If the Partners make no determination under this Section 3.8(a) for the Fiscal Year (or 
other period agreed by the Partners) with respect to which such Partners Meeting is to be held, 
each Parmer shall be deemed to have agre^ that no portion of (i) any such Distributable 
Amounts, or (ii) positive balances of Other Income and Loss Accounts, is to be distributed with 
respect to such Fiscal Year (or such other period). 

(b) Any portion of the Distributable Amount of a Company Activity, for the 
Fiscal Year (or other period agreed by the Partners) with respect to which such Partners Meeting 
is to be held, that the Partners have determined in accordance with Section 3.8(a) is to be 
distributed shall be paid to the Partners in accordance with each Partner’s Company Activity 
Percentage Interest for such Company Activity for such Fiscal Year (or such other period); 
provided, however, that the amount distributed to a Partner shall not exceed the positive balance 
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in such Partner’s Company Activity Sub Income and Loss Account for such Company Activity 
immediately prior to such distribution. 


(c) Subject to Sections 3.7 and 3.8(a), the Partners having a Company 
Activity Percentage Interest in a Company Activity may detennine by unanimous agreement, or 
if one Partner has the entire Company Acti^ty Percentage Interest in a Company Activity, such 
Partner may determine, at any time that all or a portion of any Distributable Amount of such 
Company Activity that has been retained by the Company under Section 3, 8(e) shall be 
distributed to such Partner, 


(d) Any portion of the amount of any cash on hand and/or the value of any 
property on hand derived from or attributable to Other Income that has been allocated to a 
Partner under Section 3.1(e) that such Partner has detennined is to be distributed to it shall be 
distributed up to, but not in excess of, any positive balance of such Partner’s Other Income or 
Loss Account immediately prior to such distribution. 

(e) Any portion of a Distributable Amount for a Company Activity for such 
Fiscal Year (or such other period) that the Partners have determined is not to be distributed shall 
be retained by the Company and the use thereof compensated by the allocations of gross income 
and expense and loss set forth in Section 3.1(a). 


(f) Any portion of any positive balance in a Partner’s Other Income Account 
that the Partners have determined is not to be distributed (i) shall be retained by the Company 
and the use thereof compensated as mutually agreed by the Partners, and (ii) the Partners shall 
mutually agree on the time or limes that such positive balance in a Partner’s Other Income 
Account is to be distributed. 


Section 3.9 Allocation of Certain Liabilities 


(a) Excess Nonrecourse Liabilities . A Partner’s share of “excess nonrecourse 
liabilities” (as defined in sections 1.752-l(a)(2) and 1.752-3(a)(3) of the Regulations) of each 
Company Activity shall be allocated under section 1.752-3(a)(3) of the Regulations to each 
Partner in accordance with its Company Activity Percentage Interest, if any, in each such 
Company Business Activity. 


(b) Guaranteed Partner/Affiliate Loan . In accordance with section 1,752-2 of 
the Regulations, if a Partner is the sole guarantor of a loan made to the Company for use in the 
Class C Company Activity, including a loan made by another Partner or an Affiliate of the 
Partner guaranteeing such loan, such liability shall be aUocated solely to the Partner guaranteeing 
such loan. 


ARTICLE 4 

ACCOUNTING MATTERS 


Section 4.1 Books of Account . In addition to the reports and accounts specified in 
article 28 of the Articles of Association, the Partners shall maintain, or cause the Company to 
maintain, such books and records as shall be necessary or appropriate to comply with section 704 
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of the Code, the Regulations promulgated thereunder and the provisions of this Agreement. The 
Company also shall maintain books of account on an accrual basis in accordance with GAAP. 


Section 4.2 Financial Informatioii: Financial Statements . In addition to the reports 
and accounts specified in article 28 of the Articles of Assodation, as soon as practical after the 
end of each Fiscal Year, the Partners shall prqjare, or cause the Company to prepare (or cause to 
be prepared) and deliver to each Partner, (i) statement of Class B Treasury Functions Preferred 
Income, Class B Treasury Functions Priority Expense, Net Income or Net Loss (and items 
thereof) draived from or attributable to each Company Activity and Other Income or Other Loss 
for such Fiscal Year (or other period agreed by the Partners) and statements of each Partner’s 
Company Activity Sub Income and Loss Account, Other Income and Loss Account, and income 
and Loss Account as of the end of such Fiscal Year (or other period), each computed in 
accordance with the terms of this Third Restated JV AgrcCTient, and (ii) statements of income 
(or loss) and cash flow for such Fiscal Year, and a balance sheet as of the end of such Fiscal 
Year, each computed in accordance with GAAP. 


Section 4.3 Partners* Approval of Financial Information . The calculation of the 
Financial Information specified in clause (i) of Section 4.2 shall be approved by all Partners 
within a commercially reasonable period after receipt thereof by tire Partners pureuant to 
Section 4.2. if the Partners cannot agree, such calculations shall be promptly submitted to a 
internationally recognized public accounting firm selected by the public accounting firm then 
serving as the Company’s auditor and which shall not at such time be an auditor of the Company, 
any Partner or any AffiKate of any Partner. Such public accounting firm shall promptly 

(i) undertake an independent review of such calculations, make any corrections thereof that it 
deems appropriate and consistent with the terms of this Ibird Restated JV Agreement, and 

(ii) submit a report approving the calculations submitted to it for review or setting forth its 
corrected calculations. Such report shall be binding on the Partners, 


Section 4.4 Tax Year . For United States federal income tax purposes, and Swiss tax 
and financial reporting purposes, the Company’s taxable year shall end on November 30* 

Section 4.5 Accounting Manual . The Partncis shall adopt principles, procedures and 
instructions (the “ Accounting Manual ”) for determining all ^counting matters under this Third 
Restated JV Agreement, including but not limited to: (i) the Distributable Amount, Net Income, 
Net Loss, Monthly Cash Balance, Monthly Cash Deficit and Net Book Value of assets of each 
Company Activity, (ii) the usage for purposes of Section 3.1(c) of the Geneva Office Building 
and Singapore Buildings by each Company Activity, and (iii) any other item to be taken into 
account in effectuating allocations under Sections 3.1 and 3.6, or distributions under Section 3,8, 
for which establishing principles for determining such item for each Company Activity and/or 
for determining Other Income or Other Loss is necessary or useful. The auditors of the 
Company shall review the Accounting Manual annually to: fust, determine whether 
clarifications, corrections, improvements or refinements should be made to the Accounting 
Manual taking into account the facts and circumstances of ihe Company Activities at that time; 
and second, ensure that the Accounting Manual reflects principles, procedures and instructions 
that result in fair and reasonable determinations of the accounting matters under this Third 
Restated JV Agreement. Partners shall approve the Accounting Manual annually taking into 
account such annual review by the Company auditors. The Partners acknowledge that changes 
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to the Accounting Manual may affect their economic ri^ts with respect to the Company, 
Accordingly, such annual approval shall be by unanimous agreement of the Partners. 


ARTICLE 5 

TRANSFER OF INTERESTS; WINDING UP; LIQUIDATION 

Section 5.1 Limitation on Right to Transfer Interest in the Company and 
Subordinated Loans 

(a) The limitations on a Partner’s right to transfer its interest in the Company 
are set forth in the Articles of Association. 


(b) A Partner shall not be entitled to transfer or otherwise assign all or any 
part of its rights and obligations vindcr a Subordinated Loan made by such Partner; provided. 
that, in the event a Partner transfers all of its interest hereunder in respect of a Company Activity, 
as a condition to such transfer, such transferor Partner shall transfer, and the transferee of such 
interest shall acquire, all of the transferor Partner’s rights under, and such transferee shall assume 
all of the transferor Partner’s obligations under, any Subordinated Loan made by such transferor 
Partner for xrse in or by such Company Activity. 


Section 5.2 Dissolution of the Company; Pre-LiguidatingDutribution Actions 


(a) Dissolution of the Company . The Company shall be dissolved upon the 
occurrence of any event specified in article 820 of the Swiss Code, After (i) payment of, and/or 
provision for the payment or assumption of, liabilities of the Company (other than any 
Subordinated Loons) and (ii) adjustments to Income and Loss Accoimts specified in 
Section 5.2(b) and contributions specified in Section 5.2(c) and (d): 


(i) the assets of the Company shall be distributed to the Partners as 
provided in Section 5.3(a), (b) and (c); 

(ii) adjustments to Income and Loss Accounts under, and any 
contributions by the Partners in accordance with, Section 5.2 (e) shall be made; and 


(iii) any remaining assets of the Company shall be distributed in 
accordance with Section 5.3(d). 


(b) Pre-Liquidation Income and Loss Account Adjustments . The Income and 
Loss Accounts of the Partners shall be adjusted immediately prior to the distributions provided 
for in Section 5,3 to reflect all adjustments to such Income and Loss Accounts for the Fiscal Year 
during which such liquidation occurs that have not been previously made (including adjustments 
pursuant to the penultimate sentence of Section 3.2(a) and the last sentencse of Section 3.2Cb) 
with respect to any assets of the Company that are to be distributed in-ldnd to any Partner under 
Section 5.3). 


amount 

Income 


(c) Contributions in respect of Subordinated Loans . If the outstanding 
of any Subordinated Loans made by a Partner to the Company exceeds the balance in its 
and Loss Account (after giving effect to all adjustments specified in Section 5.2(b)) 
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immediately prior to the distributions srt forth in Section 5.3, such Partner shall be 
unconditionally obligated to contribute to tiie Company as Paid-In Surplus, immediately prior to 
the distributions set forth in Section 5.3, the portion of its Subordinated Loans that exceeds such 
balance in its Income and Loss Account 


(d) Contributions in respect of Registered Capital . If a Partner’s Registered 
Capital in the Company immediately before the liquidation of the Company exceeds the amount 
of cash and/or assets available to distribirte to such Partner under Section 5.3(b}, such Partner 
shall be unconditionally obligated to contribitie cash to the Company as Paid-In Surplus in an 
amount equal to such excess, and for purposes of Section 5.3(b) such contribution shall be 
treated as an asset of separate Company Activities in proportion to the Company Activity 
Percentage hiterests held by such Partner in a Company Activity, and such Partner shall be 
treated as having a Company Activity Percentage Interest in such Company Activity to the extent 
of such contribution. 


(e) Qualified Income Oflset . Notwithstanding Section 3.1, if a Partner 
unexpectedly receives any adjustments, allocations or distributions described in Regulations 
section 1.704-l(b)(2)(ii)(d)(4), (5) or (6), or any other event creates a deficit balance in such 
Partner’s Company Activity Sub Income and Loss Account, or Other Income and Loss Account, 
in excess of such Partner’s share of “partnership minimum gain” (as defined in Regulations 
section !.704-2(d)), items of Company income and gain shall be specially allocated to such 
Partner in an amount and manner sufficient to elimin^ such excess deficit balance as quickly as 
possible. Any special allocations of items of income and gain pursuant to this Section 5.2(e) 
shall be taken into account in computing subsequent allocations of income and gain pursuant to 
Article 3 so that the net amount of any item so allocated and the income, gain and losses 
allocated to each Partner pursuant to Article 3, to the extent possible, shall be equal to the net 
amount that would have been allocated to each such Partner pursuant to the provisions of this 
Section 5, 2(e) if such unexpected adjustments, allocations or distributions had not occurred. 


Section 5.3 LigiiidatiDg Distributions . Each Partner hereby agrees and covenants to 
each other Partner that, upon liquidation of the Company, it shall vote in accordance with the 
option pro vided in article 32 of the Articles of Association to cause (i) the proceeds from any 
disposition of any assets of any Company Activity, (ii) any other assets of each Company 
Activity, and (iii) any other assets on hand, to be distributed, after payment of, and/or provision 
for the payment or assumption of, liabilities of the Company (other than any Subordinated 
Loans), in the following order and moimer: 


(a) In Respect of Subordinated Loans . First, the Company shall distribute 
cash to each Partner in an amount equal to the sum of the amounts, if any, of all Subordinated 
Loans made by each Partner that are outstanding immediately prior to the distributions uixier this 
Section 5.3(a). 


(b) Return of Registered Capital . Second, the Company shall distribute cash 
to each Partner in return of its Registered Capital contributed in respect of a Company Activity in 
the amount, or if there is insufficient cash, other assets of such Company Activity with a value, 
of such Partner’s Registered Capital contributed in respect of such Company Activity. 


- 20 - 
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(c) Distributions of Company Activitv Assets . Third, in the case of each 
Company Activity, to each Partner a percentage inters in each asset of each such Company 
Activity (including but not limited to the proceeds from the sale or other disposition of any assets 
of each such Company Activity) remaining after ftie distributions provided for in Section 5.3(a) 
and (b) equal to such Partner’s Company Activity Percentage Interest, if any, for each such 
Company Activity, 


(d) Final Liquidating Distributions . After the distributions to Partners have been 
made in accordance with Section 5,3(a), (b) and(c) and adjustments and contributions, if any, 
have been made in accordance with Section 5.2(e), any remaining assets of the Company shall be 
distributed to each Partner in accordance with the positive balance, if any, in its Income and Loss 
Account. 


ARTICLE 6 

REPRESENTATIONS AND WARRANTIES 


Section 6.1 Representations and Warranties of Each Partner . Each Partner hereby 
represents and warrants to the other Partner as of the date of execution of this Third Restated JV 
Agreement as follows. 


(a) Existence . In the case of CCH, it is a societe a responsabilite Hmitee, in 
the case of COCCSARL, it is a society a responsabilite limits, in the case of COIHSARL, it is a 
soci6t^ responsabilite limitee, and in the case of CPDSARL, it is a society responsabilite limitee, 
duly organized, validly existing and in good standing under the laws of Switzerland; in the case 
of CAPLP, it is a limited partuership duly organized, validly existing and in good standing under 
the laws of Bermuda; and in the case of CIPSARL, it is a society responsabilite limitee, duly 
organized, validly existing and in good standing under the laws of Switzerland. 


(b) Authority . It has all requisite power to execute and deliver this Third 
Restated JV Agreement and to perform its obligations hereimder. The execution and delivery by 
it of this Third Restated JV Agreement and its perfonnance of its obligations hereunder have 
been duly and validly authorized and no other authorization or consent is required in connection 
therewith. This Third Restated JV Agreement constitutes the legal, valid and binding obligation 
of such Partner enforceable in accordance with its terms. 


(c) No Conflicts . The execution and delivery by such Partner of this Third 
Restated JV Agreement does not, and the perfonnance by such Partner of its obligations under 
this 'ITiird Restated JV Agreement will not; 

(i) conflict with or result in a violation or breach of any of the terms, 
conditions or provisions of its articles of association; 


(ii) conflict with or result in a violation or breach of any term or 
provision of any Law or writ, judgment, decree, injunction or similar order of any 
Governmental or Regulatory Auftority (in each such case whether preliminary or final) 
applicable to it or any of its assets (other than such conflicts, violations or breaches which 
could not in the aggregate reasonably be expected to affect adversely the validity or 
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enforceability of this Third Restated JV AgrcOTient or the matters contemplated hereby); 


(iii) except as could not, individually or in the aggregate, reasonably be 
expected to affect adversely the ability of such Partner to perform its obligations 
hereunder, (A) conflict with or result in a violation or breach of, (B) constitute (with or 
without notice or lapse of time or both) a default under, (C) require such Partner to obtain 
any consent, approval or action of, make any filing with or give any notice to any Person 
as a result of or under the terms of, or (D) result in the creation or imposition of any 
mortgage, pledge, assessment, security int^est, lease, Hen, adverse claim, levy, charge or 
other encumbrance of any kind, or any conditional sale contract, title retention contract or 
other contract to give any of the foregoing upon such Partner or any of its assets under, 
any contract, license or other agreement to which such Partner is a party or by which any 
of its assets is bound. 


(d) Governmental Approvals and Filings . No consent, approval or action of, 
filing with or notice to any Governmental or Regulatory Authority on the part of such Partner is 
required in connection with the execution, delivery and performance of this Agreement, except 
to the extent that the failure to obtain any such consent, approval or action, to make any such 
filing or to give any such notice could not reasonably be expected to affect adversely the ability 
of such Partner to perform its obligations hereunder. 


(e) Legal Proceedings . There are no actions, suits, proceedings, arbitrations 
or Governmental or Regulatory Authority investigations pending or, to the knowledge of such 
Partner, threatened against, relating to or affecting such Partner or any of its assets which would 
reasonably be expected to result in the issuance of a writ, jud^ent, decree, injunction or similar 
order of any Governmental or Regulatory Authority (in each such case whether preliminary or 
final) restraining, enjoining or otherwise prohibiting or making illegal the performance by such 
Partner of its obligations under this Third Restated J V Ap-eement. 


ARTICLE 7 
INDEMNIFICATION 


Section 7.1 IndemnJflcatiott bv CCH . CCH agrees to indemnify and hold 
COCeSARL, COIHSARL, CPDSARL, CAPLP and CIPSARX harmless from all claims, 
liabilities, damages, losses, expenses (including, without limitation, legal fees), obligations, liens, 
assessments, judgments and fines (all of the foregoing being a “ Claim ”') .suffered or paid as a 
result of (i) the failure of any of the representations or warranties made by CCH in this Third 
Restated JV Agreement to be true in all material respects as of frie date hereof or (ii) any breach 
by CCH of any terms of this Agreement. 


Section 7.2 Indemnification bv COCCSARL . COCCSARL agrees to indemnify and 
hold CCH, COIHSARL, CPDSARL, CAPLP and CIPSARL harmless from all Claims suffered 
or paid as a result of (i) the failure of any of the representations or warranties made by 
COCCSARL in this Third Restated Agreement to be true in all material respects as of the 
date hereof or (ii) any breach by COCCSARL of any terms of this Agreement. 
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Section 73 Indemnification bv COIHSARL . COIHSARL agrees to mdemniiy and 
hold CCH, COCCSARL, CPDSARL, CAPLP and CIPSARL hannless from all Claims suffered 
or paid as a result of (i) tlie failure of any of the representations or warranties made by 
COIHSARL in this Tlurd Restated JV Agre«nent to be true in all material respects as of the date 
hereof or (ii) any breach by COIHSARL of any tenns of this Agreement. 


Section 7.4 Indemnificatiop bv CPOSARL . CPDSARL agrees to indemnify and 
hold CCH, COCCSARL, COIHSARL, CAPLP and CIPSARL harmless from all Claims suffered 
or paid as a result of (i) the failure of any of the representations or warranties made by 
CPDSARL in this Third Restated JV Agreement to be true in all material respects as of the date 
hereof or (ii) any breach by CPDSARL ofany terms of this Agreement 

Section 7.5 Indemnification by CAPLP. CAPLP agrees to indemnify and hold 
CCH, COCCSARL, COIHSARL, CPDSARL and CIPSARL harmless from all Claims suffered 
or paid as a result of (i) the failure of any of the representations or warranties made by CAPLP 
in this Third Restated JV Agreement to be true in ail materia! respects as of the date hereof or 
(ii) any breach by CAPLP of any terms of this Agreement. 


Section 7.6 Indemnification bv CIPSARL . CIPSARL agrees to indemnify and hold 
CCH, COCCSARL, COIHSARL, CPDSARL and CAPLP harmless from all Claims suffered or 
paid as a result of (i) the failure of any of the representations or warranties made hy CIPSARL 
in this Third Restated JV Agreement to be true in all material respects as of the date hereof or 
(ii) any breach by CIPSARL of any terms of this Agreement. 


ARTICLE 8 
GENERAL 


Section 8.1 Assignment and Binding Effect . Neither this Third Restated JV 
Agreement nor any of the rights or obligations hereunder shall be assignable by either Partner 
without the prior \VTitten consent of the other Partner hereto. This Third Restated JV Agreement 
shall be binding upon, and inure to the benefit of, the Partners and their respective permitted 
successors and assigns. 

Section 8.2 Notices . All notices, demands, requests and other communications 
required or permitted to be given hereunder shall be in writing and deemed duly given on the 
date deliver^ by hand, by overai^t courier or by facsimile transmission the receipt of which is 
confirmed by facsimile transmission, to the respective Partner at the following addresses (or at 
such other address as shall be specified by like notice): 


if to CCH: 


76, route de Frontenex 
P.O. Box 6000 
1211 Geneva 6 
Switzerland 

Attn; Thomas Zihhnann (or any then successor Manager) 
Facsimile; +41 22 849 49 1 1 
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if to COCCSARL: 


76, route de Froatencx 
P.O. Box 6000 
1211 Geneva 6 
Switzerland 


Attn: Craig Johnson (or any then successor Manager) 
Facsimile: +41 22 849 4982 


if to COIHSARL: 

76, route de Frontencx 
P.O. Box 6000 
1211 Geneva 6 
Switzerland 

Attn: Michael Baunton (or any tfien successor Managing Officer) 
Facsimile: +41 22 849 4375 


if to CPDSARL; 


76, route de Frontcnex 
P.O. Box 6000 
1211 Geneva 6 
Switzerland 

Attn: Mark Thompson (or any then successor Managing Officer) 
Facsimile: +41 22 849 4386 


if to CAPLP; 

Caterpillar Overseas Credit Corporation SARL, general partner 

76, route de Frontenex 

P.O. Box 6000 

1211 Geneva 6 

Switzerland 

Attn: Craig Johnson (or any then successor Manager) 
Facsimile: +41 22 849 4982 

ifto CIPSARL: 

76, route de Frontenex 
P.O. Box 6000 
121 1 Geneva 6 
Switzerland 

Attn: Thomas Zihlraann (or any then successor Manager) 
Facsimile: +41 22 8494911 


Section 8.3 Geveming Law; JurisdktioD . This TOrd Restated JV Agreement shall 
be governed, construed and enforced in accordance with the laws of Switzerland without regard 
to the principles of conflicts of law. 
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Section 8.4 No Third-Party Beneficiarfes . Nothing in this Agreement, express or 
implied, is intended or shall be construed to confer upon or give to any Person other than the 
Partners any rights, benefits or remedies of any nature whatsoever under or by reason of this 
Agreement, all of which shall be for the sole and exclusive benefit of the Partners. 


Section 8.5 Heading; References; Meanings of Words . The headings of the 
Sections and Articles of this Third Restated JV Agreement are inserted as a matter of 
convenience and for reference and, in no way, define, limit, extend or describe the scope of this 
Third Restated JV Agreement or the intent of any of its provisions. Unless otherwise stated, any 
reference contained in this Agreement to an Article, Section or subsection or clause refers to the 
provisions of this 'nurd Restated JV Agreement All capitalized terms defined herein arc equally 
applicable to botii tiie singular and plural fonns of such terms. 


Section 8.6 Entire A 2 reeinent; Conflict with Arttcies of Association; Amendment . 

This Third Restated JV Agreement represents die entire understanding and agreement between 
the Partners with respect to the subject matter hereof as of the date set forth in Section 8.7. In the 
event of any conflict between any provision of this Thinl Restated JV Agreement and the 
Articles of Association, as between the Partners, the provisions of this Third Restated JV 
Agreement shall prevail and control their rights and obligations, and die Partners agree to cause 
the Articles of Association to be amended .so as not to conflict with this Agreement 'ITus Third 
Restated JV Agreement may not be amended, modified, supplemented, extended, terminated, 
discharged or changed except by an amendment (including an additional or amended schedule or 
exhibit hereto) in writing signed by each of the Partners. 


Section 8.7 Effective Pate . This Third Restated JV Agreement is effective for all 
purposes and in all respects commencing on the date first set forth above. 


Section 8.8 Waiver and Comptiance . Any failure of a Partner to comply with any 
obligation, covenant, agreement or condition herein contained may be expressly waived, in 
writing only, by the other Partner and such waiver shall be effective only in the specific instance 
and for the specific purpose for which it is made or given. 


Section 8.9 No License . Nothing in this 'Third Restated JV Agreement shall be 
deemed to constitute the grant of any license or other right in either party to or in respect of any 
product, patent, trademark, confidential information, trade secret or other data or any other 
intellectual property of the other party except as expressly set forth herein. 

Section 8.10 Specific Enforcemept Each Partner acknowledges and agrees that the 
other Partner would be irreparably damaged in the event any of the provisions of this Third 
Restated JV Agreement were not performed by it in accordance with their specific tenns or were 
otherwise breached. It is accordin^y agreed that each Partner hereto shall be entitled to an 
injunction or injunctions to prevent breaches of such provisions and specifically to enforce such 
provisions, in addition to any other remedy to which such Partner may be entitled, at law or in 
equity. 
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Section 8.11 Cooperation . Each Partner agre^ to sign and deliver all documents and 
instruments, and take such other actions, as may be necessary or advisable to comply with all 
applicable Laws in connection with this Third Restated JV Agreement. 


Section 8.12 Counterparts . This Third Restated JV Agreement may be executed in 
counterparts, each of which shall be deemed an original, but all of which shall constitute one and 
the same instrument. 


[Remainder of pa^e intentionally left blank] 
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IN WITNESS WHEREOF, each of the Partners has caused this Third Restated TV 
Agreement to be duly executed in its name and on its behalf on the 29* day of October 2009. 


“CCH” “COCCSARL” 

CATERPILLAR COMMERCIAL HOLDING CATERPILLAR OVERSEAS CREDIT 
SARL CORPORATION SARL 


By 

(signature) 


By 

(signature) 


(printed name) 


(printed name) 


Title 


TiUe 


“COIHSARL” “CPDSARL” 

CATERPILLAR OVERSEAS INVESTMENT CATERPILLAR PRODUCT 
HOLDING SARL DEVELOPMENT SARL 


By 


(signature) 


By 

(signature) 


{printed name) 


(printed name) 


Title 


Title 


“CAPLP” 

CATERPILLAR ASIA PACIFIC L.P. 

By Caterpillar Overseas Credit 
Corporation SARL, General Partner 


By 

(signature) 


printed name) 


“CIPSARL” 

CATERPILLAR INTERNATIONAL 
PRODUCT SARL 


By 

(signature) 


(printed name) 


Title 


Title 
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^ I. LIST OF EXHIBITS 

Exhibit Reference 

A Description of Class A Company Activity 
B Description of Class B Company Activity 

C Description of Class C Company Activity: (i) Compact Construction Activity, 
(ii) Articulated Trucks Activity, (iii) Dragline Buckets Activity, (iv) MaK Engines 
Activity and (v) Telescopic Materials Handler Company Activity 

D Description of Class D Company Activity 

E Description of Class E Company Activity 

F Description of Class F Company Activity 

G Description of Class G Company Activity 

H Description of Class H Company Activity 


LIST OF SCHEDULES 


Schedule Reference 

1 Company Activity Percentage Interest 

2 Form of Variable Amount Subordinated Loan Agreement 

3 Purchased P 2000 Intellectual Property 

4 Developed P2000 Intellectual Property 

5 Purchased Articulated Trucks and Eiragline Buckets Intellectual Property 

6 Developed MaK Engines Intellectual Property 

7 Telescopic Material Handler Intellectual Property 
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Description of Class A Company Activity : 

The Class A Company Activity includes the commercial activities conducted by the 
Company and Disregarded Entity Subsidiaries pursuant to the License Agreement, and the 
associated tangible and other intangible assets utilized by the Company and the Disregarded 
Entity Subsidiaries, in connection with the acquisition, promotion and sale in the Extra-APD 
Territory of Purchased Finished Replacement Parts/Components. 


Excluded Activities : 

The Class A Company Activity does not include any assets or activiti^ set forth in 
Exhibits B, C, D, E, F, G and/or H. 
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Exhibit B 


PescriDtioD of Class B Company Activity : 

The Class B Company Activity includes the commercial activities conducted by the 
Company and Disregarded Entity Subsidiaries, and the associated tangible and intangible assets 
utilized by the Company and Disregarded Entity Subsidiaries, in connection with the acquisition, 
promotion and sale in the Extra-APD Territory of Prime Products, Components & Parts 
manufactured by, or acquired from, CAT and/or CAT Affiliates (other than the Company), but 
excluding Prime Products, Components & Parts sourced from the Brazil Territory. 

The Class B Company Activity includes compensation and commissions received related 
to use of the Extra-APD Territory. 

The Geneva Office Building is an asset of the Class B Company Activity. 


The Class B Company Activity includes the results of Class B Treasury Functions that 
arc not conducted on behalf of the other Company Activiti«. Such Class B Treasury Functions 
which are not conducted on behalf of the oOier Company Activities shall be determined and 
agreed by the Partners from time to time (and recorded in the Accounting Manual) and may 
include the results of activities related to excess cash management and foreign exchange 



Excluded Activities : 


The Class B Company Activity does not include any assets or activities set forth in 
Exhibits A, C, D, E, F, G and/or H. 
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Description of Class C Company Activity : 

The Class C Company Activity is comprised of the following activities; 


Compact Construction Activity 

The Compact Construction Equipment Activity includes the assets and activities 
supported by the ownership or license of patents, trademarks, trade names, know how and other 
intangibles for compact construction equipment applications as further described at 
Schedules 3 and 4 as “Zeppelin Intellectual Property” and “Compact Construction Equipment 
Intellectual Property” (together the “ Compact Construction Activity Technology” '). The 
Compact Construction Equipment Activity includes the development, promotion, manufacture 
and sale of products and equipment for tx)mpact applications, and includes, but is not limited to, 
the development, manufacture and marketing of the “Skid Steer Loader,” “Mini-Hex,” and 
“Compact Wheel Loader.” Also included within this activity are the activities and assets 
associated with the acquisition, promotion and sale of replacement parts and work tools related 
to compact construction equipmoit emanating from the Compact Construction Equipment 
Technology and the licensing of Compact Construction Equipment Technology. 


Articulated Trucks Activity 


The Articulated Trucks activity includes the assets and activities supported by die 
ownership or license of the patents, trademarks, trade names, know how and other intangibles for 
the Articulated Trucks product family described as the “Articulated Trucks Intellectual Property” 
on Schedule 5 f' ^Articulated Trucks Intellectual Property **!. This product family includes, but is 
not limited to, the development, manufacture and marketing of articulated trucks including the 
“E2” and “X” models of Articulated Truck. This activity includes, but is not limited to, the 
development, promotion, manufacture and sale of products and equipment utilizing the 
Articulated Trucks Intellectual Property. Also, included within this activity are the activities and 
assets associated with the acquisition, promotion and sale of replacement parts, components and 
work tools related to the Articulated Trucks product family emanating from the Articulated 
Trucks Intellectual Property and the licensing of Articulated Trucks Intellectual Property. 


Dragline Buckets Activity 

The Dragline Buckets activity includes the assets and activities supported by the 
ownership or license of the patents, trademarks, trade names, know how and other intangibles for 
the Dragline Buckets product family described as the “Dragline Buckets Intellectual Property” 
on Schedule 5 f “Dragiine Duckets Intellectual Property ”!. This product family includes, but is 
not limited to, the development, manufecture and marketing of Dragline Buckets. This activity 
includes, but is not limited to, the development, promotion, manufacture and sale of products and 
equipment utilizing the Dragline Buckets Intellectual Property. Also, included within these 
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activities are the activities and assets associated with the acquisition, promotion and sale of 
replacement parts, components and work tools related to the Dragline Buckets product family 
emanating ifom the Dragline Buckets Intellectual Property and the licensing of Dragline Buckets 
Intellectual Property. 


MaK Engines Activity 

The MaK Engines activity includes the assets and activities supported by the ownership 
or license of the patents, trademarks, trade names, know how and other intangibles for the MaK. 
Engines product family described as the “MaK Intellectual Property” on Schedule 6 ( “MaK 
Intellectual Property ”), This product femily includes, but is not limited to, the development, 
manufacture and marketing of 0340-16 engines. This activity includes, but is not limited to, the 
development, promotion, manufacture and sale, of products and equipment utilizing the MaK 
Intellectual Property. Also, included within these activities are the activities and t^scts 
associated with the acquisition, promotion and sale of replacement parts, components and work 
tools related to the MaK Engines product family emanating from the MaK Intellectual Property 
and the licensing of MaK Intellectual Property. 


Telescopic Material Handler Company Activity 

The telescopic material handler activity includes the assets and activities supported by the 
ownership and license of the patents, trademarks, trade names, know how and other intangible 
property for the Telescopic Material Handler (“TMH”) product family further described on 
SchedtJe 7 . The TMH activity includes, but is not limited to, the development, manufacture and 
marketing of mobile material handling machines with telescopic booms for industrial and 
agricultural applications. Included within this activity are the activities and assets associated 
with the acquisition, promotion and sale of replacement parts, accessories, tooling and 
attachments related to the TMH product femily. 


Each of the Partners acknowledges that the Company sold the TMH business and TMH 
Intellectual Property (described on Schedule 7) to an unrelated third party. Each of the Partners 
and the Company agrees that, to the extent the Company has any residual rights, liabilities or 
inventories in, under or with respect to the TMH business and/or TMH Iniellectual Properly, 
such shall continue to constitute a Class C Company Activity. 


Excluded Activities : 

The Class C Company Activity does not include any assets or activities set forth in 
Exhibits A, B, D, E, F, G and/or H. 


C-2 
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PescriptiOD of Class D Company Activity : 

The Class D Company Activity includes the commercial activities conducted by the 
Company and Disregarded Entity Subsidiaries, and the associated tangible and intangible assets 
utilized by the Company and Disregarded Entity Subsidiaries, in connection with the acquisition, 
promotion and sale in the APD Taritory of Prime Products, Components & Parts manufactured 
by, or acquired from, CAT and/or CAT Affiliates (other than the Company), but excluding Prime 
Products, Components 4Sc Parts sourced from the Brazil Territory. 

The Class D Company Activity include corapeiBation and commissions received related 
to use of the APD Territory. 

Real estate located in Singapore is an asset of the Class D Company Activity. 


Excluded Activities : 

The Class D Company Activity does not include any assets or activities set forth in 
Exhibits A, B. C, E, F, G and/or H. 
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Description of Class E Company Activity : 

The Class E Company Activity includes the commercial activities conducted fixim and 
after 1 July 2000 by the Company and Disregarded Entity Subsidiaries involving, and the 
associated tangible and intangible assete utilized by the Company and Disregarded Entity 
Subsidiaries in connection with, the acquisition, promotion and sale of completed machines and 
machine subassemblies treated as complied machines manufactured by Caterpillar Japan Ltd. 
(formerly known as “Shin Cateipillar Mitsubishi”). 


Excluded Activities : 

The Class E Company Activity does not include any assets or activities set forth in 
Exhibits A, B, C, D, F, G andVor H. 
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Description of Class F Company Activity : 

The Class F Company Acti^ty includes the commercial activities conducted by the 
Company pursuant to the License Agreement, and ttie associated tangible and other intangible 
assets utilized by the Company, in the manufacture of Prime Products, Components & Parts and 
the promotion and sale by the Company and Disregarded Entity Subsidiaries of such Prime 
Products, Components & Parts, but excluding Prime Products, Components & Parts sourced 
from the Brazil Territory. 


Excluded Activities : 

The Class F Company Activity does not include any assets or activities set forth in 
Exhibits A, B, C, D, E, G and/or H. 
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Description of Class G Company Activity : 

The Class G Company Acti\'ity includes fee commercial activities conducted by the 
Company and Disregarded Entity Subsidiaries pui^uant to the License Agreement, and the 
associated tangible and other intangible assets utilized by the Company and the Disregarded 
Entity Subsidiaries, in connection with the acquisition, promotion and sale in the APD Territory 
of Purchased Finished Replacement Parts/Componaits. 


Excluded Activities : 

The Class G Company Activity does not include any assets or activities set forth in Exhibits A, 
B, C, D, E, F and/or H. 
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EXHIBIT H 


Description of Class H Company Activity : 

The Class H Company Activity includes the commercial activities conducted by the 
Company pursuant to the License Agreement, and the associated tangible and other intangible 
^sets utilized by the Company, in the manufacture in the Brazil Territory of Prime Products, 
Components & Parts, and the promotion and sale by the Company and Disregarded Entity 
Subsidiaries of such Prime Products, Components & Parts. 


Excluded Activities : 

The Class H Company Activity does not include any assets or activities set forth in 
Exhibits A, B, C, D, E, F and/or G. 
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SCHEDULE 1 

COMPANY ACTIVITY PERCENTAGE INTEREST 


Comcanv Acdvitv 

Partner 

Company Activity 
Percentage Interest 

Class A 

COCCSARL 

100% 

Class B 

CCH 

100% 

Class C 

CCH 

100% 

Class D 

COCCSARL 

100% 

Class E 

COIHSARL 

135/136(99.2647%) 


CAPLP 

1/136(00.7353%) 

Class F 

CPDSARL 

100% 

Class G 

CAPLP 

100% 

Class H 

CIPSARL 

100% 
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SCHEnUt.E 2 

FORM OF VARIABLE AMOUNT SUBORDINATED LOAN AGREEMENT 


THIS VARIABLE AMOUNT SUBORDINATED LOAN AGREEMENT made the 
day of , 200_, 


BETWEEN: 


(1) whose registered office is 

at L^ Lender *’): and 

(2) Caterpillar SARL, whose registwed office is at 76, route de Frontenex, Geneva, 
Switzerland (“ Borrower ’’’). 

Whereas : 


(A) Lender holds part of the capital of Boirower; 

(B) The subordinated loan hereunder is intended for financing the general working 
capital requirements of Borrower; 


(C) Lender has agreed to provide such financing by means of a loan under the terms 
and conditions set forth herein; and 


(D) To provide protection to the creditors of Borrower (including Lender for any 
claims not originating from this loan); 


IT IS AGREED: 


1. Purpose 

a. Lender hereby agrees to lend to Borrower a maximum aggregate principal amount in 
Schedule A. as determined and amended from time to time by mutual written agreement of the 
parties (the “ Loan ”!, under the terms and conditions set forth herein. 

b. The Loan is granted to enable Borrower to finance its general working capital 
requirements and to cover operating losses. 

c. Lender shall lend funds to Borrower within 10 business days after the date Lender has 
received from Borrower a request therefor. 

2. Interest . No interest shall be due on the Loan for its entire duration. 


3. Repayment 


a. Lender hereby subordinates its claims deriving from this Variable Amount 
Subordinated Loan Agreement to any and all other claims of all other creditors of Borrower. 
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to cover 


b. Lender hereby waives any claim for repayment it may have for the amount necessary 
Borrower’s accumulated deficit exceeding its equity (the “Subordinated Amount ”! 


c. The Subordinated Amount cannot be rqwid in cash, or by setting off the obligations 
of Borrower under the Loan with counterclaims of Borrower against Lender, secured, pledged, 
assigned or otherwise altered, either in whole or in part. However, nothing in this Variable 
Amount Subordinated Loan Agreement diall prevent the parties from agreeing to convert any 
part of the Subordinated Amount into equity of Borrows, or Lender to waive its all or any 
portion of its claim for repayment. 

d. The Loan will be shown separately in the balance sheet and the subordinated 
character of the Loan will be disclosed in the balance sheet. 


e. As a genera! rule, the Loan cannot be reimbursed in cash or by setting off, secured, 
pledged, assigned or otherwise altered in whole or in part until such time as the statutory auditors 
of, or, if Borrower has rot designated statutory auditors, until such time as the management of 
Borrower, shall have certified that the accounts of Borrower show that none of the situations 
described in article 817 of the Swiss Code of Obligations arises, even if the Loan is treated as 
regular debt of Borrower. However, the part of the Loan which exceeds the Subordinated 
Amount can be reimbursed in cash or by setting off, secured, pledged assigned or otherwise 
altered, even if one of the situations described in article 817 of the Swiss Code of Obligations 
arises, if all otlier creditors of Borroww have given tfieir consent in writing and if the statutory 
auditors of, or if Borrower has not designated statutory auditors, the management of Borrower 
confirms that the Subordinated Amount is sufficient to cover the accumulated deficit exceeding 
the equity of Borrower. 


f. The Loan can be repaid only if the partners in Borrower have unanimously approved 
die repayment at a Partners’ Assembly. 

4. Costs . All costs and other expenses, including legal fees, incurred by Lender in connection 
with the preparation and execution of this Variable Amount Subordinated Loan Agreement or in 
preserving or enforcing or seeking to preserve or enforce any of Lender’s rights hereunder shall 
be reimbursed by Borrower to Lender upon demand. 

5. Notice . All notices and other communications required or permitted hereunder shall be in 
writing, addressed to the address of such party set forth below, or to such other address as such 
party shall communicate to the other. 


76, Route de Frontenex 
P.O. Box 6000 
1211 Geneva 6 
Switzerland 

Facsimile: +41 
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Caterpillar SARL 
76, Route de Frontenex 
P.O. Box 6000 
121 1 Geneva 6 
Switzerland 

Attn: Craig Johnson, D^ty General Counsel (or any then successor) 
Facsimile: HI 22 849 4982 


6. Severability . If any provision contained in Variable Amount Subordinated Loan 
Agreement or any document executed in connection herewith shall be invalid, illegal or 
unenforceable in any respect under any applicable law, the validity, legality and enforceability of 
the remaining provisions contained herein shall not in any way be affected or impaired, and such 
invalid, illegal or unenforceable provision shall at the request of Lender be replaced by other 
provisions in accordance with the purpose and meaning of this Variable Amount Subordinated 
Loan Agreement. 


7. Governing Law . This Variable Amount Subordinated Loan Agreement shall be governed by 
and construed md enforced in accordance with the laws of Switzerland without regard to the 
principles of conflicts of law. 


8. Jurisdiction . Any dispute arising from or in relation to this Variable Amount Subordinated 
Loan Agreement shall be subject to the exclusive jurisdiction of the Courts of the Canton of 
Geneva, Switzerland, with the right to ^peal to the Swiss Federal Supreme Court in Lausanne, 
where allowed by law, whose judgment shall be final. 


[Signature Blocks] 
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SCBGEDULE3 

P2000 INTELLECTUAL PROPERTY 


P2000 Intellectual Property 


Intellectual and Industrial Property Rights, Know-how, Trademarks and Trade names, 
and Supplier and Customer Lisb relating to the design, manufacture, assembly and sale of Skid 
Steer Loaders f“ SSL ”k as defined in the Purchase Agreement by and between Caterpillar 
Building Construction Products AG and Zq>pelin GmbH and Zeppelin Technologie GmbH (the 
‘‘ Zeppelin Purchase Aereement ”) including but not limited to; 

A. All patents, utility models, industriid designs, copyrights and similar rights and 
applications therefor, including those in corapuler software or on compact disc, and in particular 
those items os listed in Exhibit A of the Zeppelin Purchase Agreement; 


B. All trade secrets, inventions, research and development results, test results, 
production techniques, specifications and formulas, and in puitlcular those items listed in 
Exhibit B of the Zeppelin Purchase Agreement; 


C. The SSL’s under development as listed in Exhibit C of the Zeppelin Purchase 
Agreement; 

D. All supplier and customer lists and related information, and in particular those 
suppliers and customers listed in the Exhibit D of the Zeppelin Purchase Agreement; 


E. All prototypes, documents and bills of material, and in particular those items 
listed in Exhibit E of the Zeppelin Purchase Agreement; 


F. All SSL product designations, trade appearance and get-up, whether registered or 
not, including all rights to use the “ZK” and (to the extent Zeppelin, or its affiliates have any 
rights thereto) “Zetcat” marks, excluding the usage of the “blue stripes” designation; and 

G. All derivatives, improvements, and updates to the foregoing, which relate to the 
design, manufacture, assembly, inspection, test, sale, distribution, operation, use, maintenance, 
servicing or repair of existing or future SSL’s. 
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SCHEDULE 4 

DEVELOPED P2000 INTELLECTUAL PROPERTY 


Research and Development relating to P2000 Intellectual Property 

All research and development performed subsequent to the date of the Purchase 
Agreement among Caterpillar Building Construction Products AG, Zeppelin GmbH, and 
Zeppelin Technologie GmbH relating to “Skid Steer Loaders”, ‘'Mini Hex”, “Compact Wheel 
Loaders”, other compact construction equipment and work tools relating thereto, including but 
not limited to layout, design testing, engineering, engineering analysis, software development, 
computer simulation, finite element analysis and CAD-CAM input. 
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SCHEDULES 


PURCHASED ARTICULATED TRUCKS AND 
DRAGLINE BUCKETS INTELLECTUAL PROPERTY 


Articulated Trucks Intellectaal Property 

Intellectual Property and goodwill associated therewith, relating to articulated trucks and 
Vr'oik tools developed after 31 December 1995 by Caterpillar Inc. and Catcipillar Peterlee 
Limited for use in Caterpillar E2 and X series articula!«l trucks and successor models thereto as 
described in the Purchase Agreement between Caterpillar SARL (formerly Caterpillar 
Commercial SARL), Caterpillar Inc. and Caterpillar Peterlee Limited. 

Such intellectual property shall include (but is not limited) to all of the below referenced 
property; 

A. All inventions (whether patentable or unpatentable and whether or not reduced to 
practice) and all improvements thereto, all patents, patent applications and similar rights, and 
patent disclosures, together with all rcissuances, continuations, continuations-in-part, revisions, 
extensions and reexaminations thereof, 


B. All trademarks, service marks, trade dress, logos, and trade names, together with 
all translations, adaptations, derivations and combinations thereof and including all goodwill 
associated therewith, and all applications, registrations and renewals in connection therewith; 


C. All copyrightable works, all copyrights and all applications, registrations and 
renewals in connection therewith; 


D. All trade secrets and confidential business and technical information (including 
ideas, know-how, formulas, compositions, manufacturing and production processes and 
techniques, technical data and designs (including applications and registrations in connection 
therewith), drawings, specifications, customer and supplier lists, pricing and cost infomiation, 
and business and marketing plans and proposals); 

E. All research and development performed subsequent to 31 December 1995 with 
respect to the intelleccual property as described in the introductory paragraph including layout, 
design testing, engineering, engineering analysis, software development, computer simulation, 
etc; 


F. All computer software (including data and related documentation); 


G. All other proprietary rights; 


H. All copies and tangible embodiments thereof (in whatever form or medium 
including electronic); and 
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I. All right, title and interest in and rights thereunder, remedies against 
infringements thereof, and rights to protection of interests therein under the laws of all 
jurisdictions. 


Such intellectual property shall not include background technology developed for the 
E series model which has been, under a separate agreement, licensed by Caterpillar Inc. for use 
by Caterpillar SARL in the E2 and X series. 


Dragline Buckets Intellectual Property 

All intellectual property of Wright Equipment Company (Proprietary) Limited, a 
company incorporated in South Afiica, Registration No 64/01056/07 (the “ ComoanV O as 
described in: 

1. Annexe “B” of the Sale of Shares Agreement between John Louis Van Reenen, 
Van Reenen Steel (Proprietary) Limited, and Caterpillar Inc. signed September 23 and effective 
September 25, 1998, 

2. Annexe “B” of the Sale of Shares Ap^eement between Barlow Limited, 
Wrightech (Proprietary) Limited and Caterpillar Inc. sipied September 23 and effective 
September 25, 1998, and 


3. Exhibit A of the purchase Agreement between Wright Equipment Company 
(Proprietary) Limited and the Company dated December 18, 1998. 


It shall include all intellectual property which is owned by, licensed to, licensed by, used 
or held for use by tire Company (including all copies and embodiments thereof in electronic, 
written or other media) and shall include in particular and without limitation: 


A. All trademarks (both re^stexed and unregistered) service marks, logos and trade 
names of the Company including the names “Wright” and “Wrightech” and any derivative of 
such names and all applications to register same; 

B. All patents held by the Company (together with pending patent disclosures and 
improvements), including, without limitation, the following: 


95/5038 dragline bucket (in force) 

US A patent #5,575,092 

Australian Appl, 21751/95 

Canadian Appl. 2,152,252 

97/2755 Nose piece for attaching GET (in force) 

97/8705 Wear resistant blocke (pending) 
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98/0789 Ground Engaging Tool Components 
Australian Appl. 53866/98 
Canadian Appl. 2,229,112 
USA Appl, 09/021,747 


C. All registered and unregistered designs owned by the Company including in 
particular and without limitation those dq)icted on the drawings relating to; 

* Transporter 

* P & H Dipper Stick 

* Shovel Bucket 


D. All computer software programs, database designed or created, owned or used by 
the Seller or under development for the Seller by third parties by or on behalf of the Company; 

E. All categories of trade seCTets, know-how, skills, techniques, current and 
accumulated procedures, inventions (wh^er or not patentable and whether or not reduced to 
practice), inventor’s certificates, processes, procedures, drawings, specifications, designs, plans, 
proposals, technical data, words capable of copyright, financial, marketing and business data, 
pricing and cost information, business and marketing plans, client and supply lists and other 
confidential and proprietary information relating to the Company; and 

F. The Company’s interest in a consultancy agreement dated March 16, 1998, 
entered into with Oswarld Zaayman. 
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srHF.nmr.E 6 


DEVELOPED MaK INTELLECTUAL PROPER'IT 


AH intellectual property related to the 0340-16 Engine Program as described in the 
development agreement between Caterpillar Ine., MaK Motoren GmbH & Co. KG, and the 
Company, effective August 1, 1997. 

Such intellectual property shall include (but not limited to) the following: 


A, All inventions (whether patentable or unpatentable and whether or not reduced to 
practice) and all improvements thereto, all patents, patent applications and similar rights, and 
patent disclosures, together with all rcissuances, continuations, continuations-in-part, revisions, 
extensions and reexaminations thereof, all engineering work in the form of test results and 
engineering drawings, made or conceived by cither Caterpillar or MaK, either alone or with 
others subsequent to August 1, 1997 relative to the G340-16 Engine Program; 

B. All trademarks, service marks, trade dress, logos, and trade names, together with 
all translations, adaptations, derivations, and combinations thereof and including all goodwill 
associated therewith, and all applications, registrations and renewals in connection therewith; 


C. All copyrightable works of authorship, all copyrights, and all applic^ions, 
registrations, and renewals in connection therewith created under the development agreement; 


D, Ail trade secrets and confidential business and technical information (including 
ideas, know-how, formulas, compositions, processes including manufacturing and production 
processes and techniques, technical data and designs (including applications and registrations in 
connection therewith), drawings, specifications, customCT and supplier lists, pricing and cost 
information, and business and marketing plans and propo^s, systems, formula, pattern, model, 
device, compilation or other information), received or developed by either Caterpillar or MaK, 
not known by either party without restriction on its use or disclosure prior to the development 
agreement and not generally known by others; but excluding knowledge, skills or infoimation 
which is common to Caterpillar’s or MaK’s business; 

E. All research and development perfoimed subsequent to August 1, 1997 with 
respect to the intellectual property as described in the introductory paragraph including layout, 
design testing, engineering, engineering analysis, software development, computer simulation, 
etc; 


F. All computer software (including data and related documentation); 


G. All other proprietary rights; 


H. All copies and tangible embodiments thereof (in whatever form or medium 
including electronic); and 
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I. All right, title, and intCTest in and rights thereunder, remedies against 
infringements thereof, and rights to protection of interests therein under the laws of all 
jurisdictions. 
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SCHEPULE 7 


TELESCOPIC MATERIAL HANDLER INTELLECTUAL PROPERTY 


The Telescopic Materia] Handler (‘TMIf’) Intdlcctuai Property includes, but is not 
limited to: 

(a) Inventions (whether patentable or not), patents, patent applications, know-how, 
topographic rights in computer components, trade secrets, prototypes, design models, design 
documents, drawings, sketches, concept studies, and oth«‘ engineering, technical or regulatory 
information of any kind related to the Family 1, Family 2 and Family 3 Telehandlers acquired on 
1 8 April 2000 from Class Holdings Limited and TelqKrrtCTs Limited; 

(b) Intellectual property licaised from Cat relating to TMH Series “A” models, including 
the manufacturing and marketing rights thereto; and 

(c) Intellectual property arising from r^arch and development with respect to the TMH 
Series “B” models, including exploitation of the Sales “A” intellectual property licensed from 
Caterpillar Inc. 
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Caterpillar Inc 
CSARL 2009 activities 
Report to Audit team 
January 2010 

Tom Quinn, Tax ITS 

Steve Williams, Tax Transfer Pricing 

Ed Bodnam, Tax ITS 


PkicwaTerhous^pers ® 
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1. Regional Product Managers in CSARL 


The Enterprise Alignment White Papers established the key entrepreneurial 
role of the “Worldwide Product Managers” in the Machine Business 
Divisions. “Regional Product Managers” would have regional authority 
over products manufactured/sold in regions. 

• Corporate Tax and PwC worked to ensure that the responsibilities of the 
Geneva-based “Regional Product Managers" complied with new Treas Reg. 

1 .954-3 which required CSARL employees demonstrate “substantial 
contribution " in the manufacturing process, in order for CSARL's income to 
be excluded from FBCSI (deferral) 

- For Earthmoving: Remy Bouteille (already in place) 

- For Excavation; Zach Kauk (already in place) 

- For CBL production: Quentin de Warlincourt from Nov 2009, and Andre 
Christophe as of April 2010. 

CSARL 2009 activities January 2010 

PricewaternoueeCooperB Slide 4 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 


PwC PSI CAT 00003834 





1. Regional Product Managers in CSARL, p 3 

SuDDPrtina Evidence: 


• Target Design (excerpts attached) 

• Revised White Paper with language 
supporting substantial contribution 

• Roles and Responsibilities checklists 

• CSARL Accounting: new Class H 

• Legal Agreements; amend license 
agreement, create new Class H. 


... ... RTM* 

CcsIcaUaCOMine Kook 


.. fuiftt Dulgr, 

powcrpoir^ 

Bruit CompcUiivcneK Delivcr^Ic 
Class H Smictuiing 

Impfemuitaliafl CKccklist 

Projst: WotkpSsn 

1 Lcgil A£rocnKn» 

Amendnasnl lo CAIVCSARL 

Junse Agreement 

■ CSARL Jnl Ainctidcd otid Beslaleii 

i.Oiba* 

RPM AnnauiicemenI 


Pricing and transaction flow: minor 
changes, (sales to US routed through CSarl 
or CNAmSarl. 


Since 2005, CBL has sold its exports to 
CSARUCAmSARL at a “contract manufacturing” 
price. This pricing continued unchanged. 

CSARL 2009 activities JanuaryZOlO 
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1. Regional Product Managers in CSARL, 
Excerpts from Target Design 




CSARL ZOOS activities 
PrtcewaterhouseCoopars 


January 2010 
Slide 7 
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1 . Regional Product Managers in CSARL, p 5 
Excerpts from Target Design; Substantial Contribution 



CSARL 2009 activUies 
PncewaterbousaCoopers 


... etc for five 
other Sub Cor^ 
factors... 


January 2010 
Slides 
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1. Regional Product Managers in CSARL, p 6 

Excerpts from Target Design: S&OP Process to demonstrate 

Substantial Contribution 


W ProKw By Func&n- tncJudbig n«aMA«l PI 
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3. WW Parts Management in Geneva, p 3 
Selected slides from Target Design 



CSARL 2009 activities January 201 0 

PrieewaterhouseCcwpers Slide 20 
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3. WW Parts Management in Geneva, p 4 
Selected slides from T arget Design 

W^V Parts Bnsineg Table Pt~opasc<l Slrn rt iire 
WV Paitt Management Group: 

■Hepansta tlie MBDs<'EBD$ 

'Re^Kmsible fbrftie Waildvhd^ Afienoazfcet Fans Busmens for all 
'Ha5 key enoqjre D euiia) and operarional decision riglw^ 

'Drives irDplemectUtioii dixoa^ otlier grorqw tcfaicb impact the pans busmess 
( Coiar«>iwoia , Lefixiiu,DuKil»ti(B Savicca.PtBcb*3ai^«s:,) 

'Works cleaclj' with Che Pera Stcw«rd uitbc M&FS COE 



anuary 2010 
Slide 21 
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3. WW Parts Management in Geneva, p 6 
Selected slides from Target Design 


>y\V' Parts Bosines Ikblc Drtails 




PwnBvMct towfj • KPl 




tte.) V ■« yifa fVflkgM Bi' 




T| iptii I TifiBt|pn f*[ m i) 

' MBDUscby Uam<f«il3SlGA«n; 2bSttg]9M) 
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- Redacted by the Permanent 
[ Subcconmitlec on Investigations 


Summary and Next Steps 


1 . Corporate Tax, with PwC Assistance, leveraged Enterprise Alignment to 
preserve and enhance CSARL tax structure; 



Separated parts sales out of CBL, move to CBCL; CBCL will be disregarded 
under CSARL. Result, more of CAmCV is now non-FBCSl. 

Established Worldwide Parts Management group in Geneva, comprising 
personnel from MBDs/EBDs, and M&PS COE. 

Reorganization of CSARL structure to utilize Class F toiling losses 

2. Now compiling "closing books” of target designs and workplans, 
agreements, personnel announcements, memoranda, etc. Target 
completion: March 31, 2010 


CSARL 2009 activities January 2010 
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Appendices 


The following are larger versions of the slides presented in the earlier slides. 


CSARL 2009 activities 
PricewaferhouseCoopers 


January 2010 
Slide 27 
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Roles and Responsibilities 


Regional MBD Product 
Manager White Paper' 

Manuiacturing Rola : ■LesfloptifTHzalion 
o! ROA in that fegion, wa management 
of the profluct extended value stieam ■ 


Manufacturing 

“Substantial 

Contribution” 

Requirements 


Detailed Roles and 
Responsibilities in CAT 
context 

SAOP. Prodyction Cacscity, and 


•Through ATS and S&QP, the HRM wdl 
develop annua! ana monihty buW plans 
lor regional plant(s), Including 
managemen! of chme pfoduc! invertory 
(POC).' 

•Through LTPand EPP. the RPM 
(initiate] projects thai charige cacecity. 
mi* ol KFUfcas and (Ttodels' 

Pmriug Development Role - rw»rllrg 
to the RPM, regional NP! Managers will 
lead (regionaT] execution o1 ihe global 
NPl progrBms,,. .Drive NPt programs to 
minimize structure! costs o) nsgtonai 
supply base. ...ieaa imrpdueiion of new 
prsduets.’ 


2. CaTircdofrawRBtsclals.worX- 
irs-process and Snished goods, 
matenal s^ecStst; and vendor 

3. Management of manulactuiirrg 


B.Deueioping or directing (he use of 
inlelecasl properly used ht 
ir»nir!ac)uring the product, 
including use of design IP. 


j 3. Wanulacwnng Efficiency Metrics 


1 8. Regional NPIActountabilily 






Roles and Responsibilities 



*When referring to the RPW, certain members of the “RPM Group" located in Geneva are also included 


CSARL 2009 aetivities 
PricewateitiouseCocpars 


January 2010 
Silda 29 
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Substantial Contribution Factors 

1. Oversight and direction of the manufacturing activities or process. 


Geneva-based RPM Job responsiblltty as 
coiTvnunIcated to Exacuttve Offlca 

Process design for RPM responsibility 
to meet Substantial Contribution requirements 

- Short term S&OP must belong to the RPM 

- RPM has sole authority over the machine 
assembly footpnnt (productlori capacity) in the plat* 
(VWVPM makes delerminalion and RPM executes). 

- RPM respor\sible far execuiing the re{)tor>al 
source Executive Product Program (Ef^ fwecasJ 

.«AOP PmrKnsns 

• 'tile RPM v4l have direct management and direct acccur*abiliTy (or the SSOP 
pocess, as evidenced by creating documentation which (1 j formally delegates 
respofisibiMy from the VW/PM to the RPM and (2) fcrmally identifies tho RPM as 
hanngthetesdingfoleofthe RPM in the S£OP meetings. 

• The RPUwillscitvely engage with the Order Fulfillment group throughout the 
month prior to the fon^ monthly "beard level" S&OP meeting, which the RPM will 
lead. 

-The RPM wM visit each relevant manufacturing facility at least twice a year to 
r^in tamharity and con^ for the S&OP process. 

-TTw RPM wH review arid approve the build rates through particioetion in and 
responsibility over the S&OP process. 

- The RPM will work with the Marsjfacturing Engineering Manager to jointly develop 
and execute plans to meet the assigned EPP production volume. 

- The RPM wtt be responsible for approving arvd execuVng the regional source EPP. 

- The RPM is the fink bctwee.n the VMPU and the local managers on sourcing 
decisiorw, irKluding alternative sources. 

- The RPM vrti identify opportunities for alternative souicos tor prime product 
mar>u(Bclur1i>g to enhance profitabhltv. 


CSARL 2009 activities January 2010 
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Substantial Contribution Factors 

2. Control of raw materials, work-in-process and finished goods; materia! selection; and vendor selection. 


Q«neva-based RPM Job respensIWIKy as 
communicated to Executive Office 

Process design for RPM responsibHity 
to rrteet Substantial Contribution requirements 

- RPM responsible for supplier quality 

SiK»lter Qu^ 

excellence 

-The RPM i»«estaWlsh, through me KPI process, specific targets for supplier quality: (a) Detective 
Parts Per MWon fPPUD Bnd{b) CPK (process repetieon-cetfiRcation), 

- Inventory turns tor RPM at plant level 


(RPM is responsible for inventory levels); 

-TheRPMwiI monitof specific targets tor sui¥l'er quality; (a) PPM, (b) CPK, and (c) Defivery 

WWPM can have inventory turn metric, but 

Perlormance. 

must be rollup of worlOwide production 


tacifities 

-The RMiil will review arvl formally approve any new suppliers and will sctlvely participate in (he 
GIObMPuicha^ng local site Supplier Quality counbl. 

- RPM responsible fcr developing and 


executing Lane strategies, configurations to 

- RPM partcipatB to setting SuppOer Day messages and guidelines end attend Supplier Day In 


peison(proficaeocy to locM language of the manufaduhng facility and supplier base is necessary). 

Prime Pmitiirt InvRnInrv 

-Thmu^ATSaiidS&OP.devalap annual and monthly build plans tor his/her regional 
manufacturii^ bwalities. This indudes management of Prime Produclinven!ofylev^s<PDC). 

- Accountable Prime Product inventortes; sets availability targets tor all Lanes (not conRgirabon 
tor Lanes 2 &3}. 

- The RPM wW define configurations and is responsible tor finished Lane t product 
definitian. 

- The RPM vwH develop a retaOonsh^ wlh the Industry Group to coordinate Lane 2 
sirategies by meettog wilh the industry Group at least twice a year. 

- The RPM will manage inventory levels Ihrough Iheir his/her involvemeni in IheSAOP process. 

- The RPM must undeistand the unique factcre influencing Inventory turns by visiting each 
manufecturing faeflity at least tunce a year. 

Material Costs 

-The RPM Is responslbla for all material costs. 

— ■ — jdutfeiiy ze ro'' 
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Substantial Contribution Factors 

3. Management of manufacturing costs or capacities. 


Geneva-based RPM job responsibility as 
communicated to Execirttve Ofnce 

Process design for RPM responsibility 
to fTteet Substantial Contribution requirements 

- Morrlhly and annual build rates belong to RPM 

- Manufacturing efficiency melricsbekjogtolhe 
RPM; WWPM sfiotid not hove arry efficiency 
metrics (Cost per Base Hour, Class A Metri^ 

CPS Score Assessment) fc» the region^ plants. 

8tad Rates 

- RPM wai review and approve build rates through participation in and 
respasftxity over Ihe ^OP. 

Flilrirmrv metrics 

- Effiaency metrics shoiid be applied to each manufacturing facility and the 

RPM. EfAdency meincs indude an escalaticn prosedireto the RPM for 
resoli^n where factors beyond a manufacturing facility's control impaasuch 
manufacturing fadiity's rnetrics. 

Hosl Uea«nvnmenf tamets 

• The RPM wil be responsible For each manufacturing fadiity's cost 
measurement pcocesses. irtclude msoufacturing costs arrd logistic and 

transportation costs, by establishing manufactun'ng facility level cost targets. 


CSARL 20M activities January 2010 
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Substantial Contribution Factors 


4. Control of manufacturing-re(ated logistics (inbound) 


Geneva-based RPMJob responsibility as 
eommunicatfid to Executive Office 

Pnacess design for RPM rssponsiblitty 
to meet Substantia! Contribution requirements 

- Global Purchasing assumes irtbourrd logistics 
role, but the posHion would be in Gerteva. 

-7BD 


CSARL ZOOS activities 
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Substantial Contribution 

5. Quality control. 

Ganeva-based RPM job responslblll^ as 
cotnmunlcatod to Executive Office 

- WW prodix:! manager has worldwide design 
quality control methc. Regional ProdtxaMmeger 
has regional design quality corvwol metric. 

- Regional product manager has plant qu^ty 
control metric, emphasizing that the rejonal 
product manager is Kigtily engaged Mth tmfHoyitig 
regional manufacturing processes; IftW PM 
ehoid no! have any regional manufstiurtng 
quality control metric 

- Regional product manager pictrs up the role of 
product dev^opmenl manager 

' Local engineering maintenance must report to 
the RPM 

-Engineering maintenance reports to the RPM 
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PriwwBlerhouseCoopers 


CONFIDENTIAL 


1035 



PWC-CAT-OOOD2464 




1036 


S&OP Changes 


Machines / Engines _ 


WW PM to consolidate Demand and 
assign production to tedlities 




HEX- 6th Accounting day 
SCOMP > 7th Accoutiting day 
MWL - 7th Accounting day 
MG • aih Accounting day 
TTT - 8th Accounting day 
BHL - 9tn Accounting day 
SWU -9th Accounting day 

UCU - Phone oonf during cycJe (not on spsciltodsy) 
caL Supply Review (Pre SBOP) - 9!h Accounting day 
CBL Board SSOP - 10th Accoun&ng day 
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S&OP Changes (cent.) 

> With the impiementation of the RPM. each region wHI see more active involvement from 
management as compared with current and previously proposed structures. 


PM Role In S&OP 

RPMRoie In S&OP 


RecommefiriflHooB ter Reoinnsl Pmrtiinl Mpnapnr : 

- Product Manager and MBD VP are required to adendSie demand 

-The RPM Is the owner Supply Review and PreS&OP process tor 

review for each region. 

die assignad Region and will lead the respective meetings. 

• Product Manager is owner of Supply Review and fte S&OP but not 

- Managors in each respecfivs region (NP!. Demand, etc) report to 

Demand Review. 

the RPM far ravlaw and signolT. 

- Product Manager coordinates with VJbridwKle Product Manage for 

- Instead of having a V^W Product Manager and MBD VP at each 

production output informstion for each respective re^on. 

review meeting, the RPM will take theroki of regipnst leader, 
reporting deveioprnenis and regional S&OP updates to the MBD VP 

- The MBD VP will lead the Board S&OP meetins. 

andWVtiPM. 

■ The MBD VP atter>dsal! board SiOPnveetings fc^producb. 

-The RPM wH have responsibility for ensuring production from 
plants in hisAier respective region meats the agreed demand targets. 

- The RPM vail load the S&OP Supply Review and Pre-SSOP 
process far earn manufacturing (adllty 

• The USD industry manager Is the owner of die Demand Review In 
order to give eitpeitse on the surtcundlng markets. 

- The RPM w4l act as a liajsori between tadUly/process managers 
and management, and will represantths facility at the Board S&OP. 
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CSARL Legal Structuring (cont.) 

A Purchased finished parts (exclusive of reallocated purchased finished parts 
and G Parts) 


B Worked parts and prime product (including reallocated purchased finished 
parts) 


C Forest products, compact equipment, articulated trucks, MAK engines, and 
drag line buckets 


D Historic COFA, China and Singapore activities, (exclusive of purchased 
finished parts and SCty! completed product and sub-assemblies) 


E SCM completed prime product and sub-assenrtblies (exclusive of parts) 

F Manufactured prime product, components and parts from C8SA and CFS A 
G Purchased finished parts for Asia Pacific Division 
H CBL-manufactiired Machines (RPM) 


CONFiOENTIAL 
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Parts Planning Initiative -Target Parts Flow 

Objectives 

-Add CBCL in the purchase and sale of domestic replacement parts to Brazilian dealers. 

-Replace CBL with CBCL in the purchasing flow for imported parts purchased from CAmCV (via the 
bonded warehouse). 


- Maintain compliance with all corporate policies and procedures and U.S., Brazilian and other legal 
requirements. 


Secondary Obiectives 

- Minimize indirect local taxes paid on replacement part transactions. 

- Minimize impacts to bonded warehouse benefits. 


CSARL 2009 sctrviBes 
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Interim Solution 


DistritMjtion 

I ]ADN (* tax [ 1 

J land dijStesj.lBraziBanl 


MarK^g Limited Risk Oistribution 


CAmcv* ■reo 

► Tax 

Owner" 


- AIbN (+ lax I 

arid duties) ^ Brazilian 
! Dealers 


■ - Note: CAmCV is a flow Ihroustr entiSes for US tax purposes DisWbution Agreerr.ent 

•From a Brazilian title flow perspective, the cunent flow and interim solution are the same. 

•The difference is due to the benefits and burdens residing in CAmCV/CSARL. 

•The interim solution is a viable way to accelerate the Pads benefit due to the delay in systems readiness for 
CBCL. However, the interim solution is only meant to be a SHORT TERM solution. 

•From a US tax perspective, the interim solution views CSARL as selling to dealers 

• LEGAL ownership passes the same way as the current flow, however ECONOMIC ownership changes from 
CBL to CAmCV/CSARL. 


•TBD - Price changes to reflect reduced risk in CBL 

CSARL 2009 aciivHles 
PrleeweierhoussCoopers 
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Interim Solution 


Distribulion 

’ ADM (+ tav j 

and duties) Brazilian 
^ CBL ► 


i CBSL MafKetir’g Support Services 


Marke8r>g LiTnited Risfc Disttibuflon 


78% i IcAffiCV-' TBD 
I Owner" 


“lAfN (+ tax I j 

[add duties).! Brazilian | 


Distribution Agreement 


CBSL Marireting Support Services 


EnSieprer^eur Marketirrg Limited Risk Distribution 


US 

Price 

CSARL 

TBD 

Suppliers 


KJW 



' - Note; CAmCV and CBCL are Bow through errtlties for US tax purposes 
CSARL ZOOS acth/ilies 
PricewBterhouseCoapan 









Worldwide Parts Business Table 

WW Parts Management Group: 

■Reports to the MBDs/EBDs 

■Responsible for the Worldwide Aftermarket Parts Business for all MBDs/EBDs 

■Has key entrepreneurial and operational decision rights 

■Drives implementation through other groups which impact the parts business 

(Componenis, Logistics, Distribution Services, Purchasing, etc.) 

■Works closely with the Parts Steward in the M&PS COE 



CSARL 2009 activtUes January 2010 
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□ 


= Worldwide Paris Management Group (Geneva) 


i = Worldwide Parts Business Table 


•^Notes regarding Aftermarket Manaoer/MBD Rep. Roles: 

•These roles will provide coverage for a» Machine and Engine Business Divisions, and will have worldwide parts 
responsibility 

•Four aftermarket parts martagers are shown as an e>cample; the number of people filling this role will need to be 
determined, but it’s expected there will be 3-5, with some covering more than one MBD/EBD. Each MBD/EBD will 
need to decide whether they would like to have a dedicated parts manager or will share a resource with another 
MBD/EBD. 

CSARL 2009 activities January2010 
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Worldwide Parts Business Table 


The following are the most critical activlUes impacting Parts Sales & Profit, which the Parts Management Group will manage; 

• Parts Business Strategy • NPI 

• Sales/Share targets • Customer offerings 

• Margin targets • Distribution Services Attributes 

• Cost Targets ■ Pricing / Sates \feriance 

This group brings needed focus to the parts busmess and is hey to effective implementation of Enterprise Alignment changes 
on parts 

• Without this group, sorrre MBDs may not be ready to assume responsibility for toe parts business due to other priorities 
(Tier IV, cost reduction, etc.) 

A Parts "Business Table" would meet periodically to drive execution of parts business initiatives 

• Chaired by the Geneva-based Parts Management group 

• Forum for reviewing the state of the business, mahing/commurucating decisions, discussing progress toward meeting 
business goals (i.e. targets for revenue, share, cost reduction, availability), etc. 

' Brings together various groups wtvch impact toe parts business (Component Groups, Logistics, DSDs, Purchasing, M&PS 
COE, etc.) to implement parts strategies and coordinate parts activities 
In addition to the Parts Management group, there are others in Geneva & Stingapore who are key contributors to parts sales 
and profit (provides additional substance from a Tax perspective) 

• Regional MBD Product Managers (2 in Geneva) 

• MBD Industry Managers (3 in Geneva; 2 in Singapore) 

• Dist. Services Divisions O^rlous personnel up through VP in Geneva & Singapore). 

- Each OSD currency has a Product Support group to help ensure dealer product support excellence 
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Worldwide Parts 
Management 
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Background 


> Burning Platform - importance of global Parts sales to enterprise 
profitability 

> Business Realignment 

o reinvigorated role of Product Managers 

o creation of MBDs & DSDs 
0 identified need for single point of contact for Parts 
o changed fiscal fooh^rint through realignment of responsibilities and 
decision-making 

> Business Response to These Forces 

0 WW Parts Manager = Global Parts Steward 
0 WW Parts Strategy Roundtable = Globa! Parts Board of Directors, 
representing all MBDs and EBDs, and providing single point of 
contact for Parts 
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Historical Roie of CSARL as Global Parts Entrepreneur 


> Legal and commercial aspects of global Parts sales have been centralized in 
CSARL in Geneva since 1999: 

o CSARL has exclusive rights to sell Parts outside of U.S. and Japan 
0 CSARL is global acquirer of Purchased Finished Replacement Parts 
o CSARL is the Parts entrepreneur, while Grimbergen is the warehouse 
and logistics provider 

> Business Realignment provides a unique opportunity to reinforce CSARL’s 
role as entrepreneur for global Parts sales and strategy by centralizing a 
Worldwide Parts Strategy Group in CSARL. 


> This opportunity represents the next step in the continuing expansion of 
CSARL as the entrepreneur for Parts. 

0 Enterprise benefits from enhanced Parts commonality, sustainability 
and branding 

0 Capturing these benefits in CSARL provides significant economic . 
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WW Parts Strategy Roundtable 



□ 


- Woddwide Parts Maoa^meat Group (Geneva) 
= Worldwide Parts Strategy RonndtaMe 


*Notes.fejarcling Aftenaark et Managgr/^D Rep. Rotes: 

■These roles will provide coverage for sU Machiae and Eogine Business Divisions end will have worldwide pans responsibility 
■Four aftermarket parts managers are shown as an example; tiic number of people filling this role will need to be determined, but 
it’s expected there will be 3-5, with some covering more than one MBD/EBD. Each MDD/EBD needs to decide whether it will 
have a dedicated parts manager or share a resource with another MDD/EBD. 
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WW Parts Management Group 


Parts Strategy components are the key economic activities impacting Parts Sales 
& Profit and will be managed by the WW Parts Management Group: 

0 Sales/Share targets 
0 Margin targets 
0 Cost Targets 
0 NPI 

0 Customer offerings 
0 Distribution Services Attributes 
0 Pricing / Sales Variance 
0 Availability 
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WW Parts Manager Roles & Responsibi lities 

• Develop a WW Parts strategy 

» Vision, Mission, CSF’s, Actions Plans & Metrics 

• On the sign-line for all aftermarket parts strategy proposals 

• 8 Core Activities - decision rights between WW Parts Manager & Strategy Roundtable to be defined 

» Margin Targets; 

• Recommend Margin targets at parts product level, & later by industry. 

• Identify & address parts margin gaps by product & industry (cost reduction, resourcing, design...) 

• Review progress at quarterly Strategy Roundtable meetii^s 


» Sates/Share Targets 

• Recommend targets for sales growth & Pops-C at parts product level, & later by industry 

• Identify & address parts sales/Pops-C gaps by product & industry (Variance actions, New 
offerings...) 

• Review progress at quarterly Strategy Roundtable meetings 


» Cost Targets 

• Recommend cost targets at parts product level, and later by industry to achieve LCP status 

• Identify & address cost reduction reqitirements (material, manufacturing, design,..) 

• Develop ATS material cost plan w/ Purchasing 


aiSRDENTl.M.lU'O 
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WW Parts Manager Roles & Responsibilities 


» Frice/sates Variance; 

• Develop the annual parts price plan based on EO PR targets, parts pricing analysis (premiums, 
margins, currency), MBD input and support from GR^'^G 


» AvailabUitv’; 

• Recommend targets & monitor performance 

• Identify & address gaps with Cat Logistics & Strategy Roundtable partners 

• Review progress at quarterly Strategy Roundtable meetings 


» ^ 

• Provide input on parts & service related elements of Product & Component groups NPI 
programs 

- Develop & monitor implementation of Parts NPI guidelines w/Product & Component 
groups; commonality, serviceability, sustainability, branding, proprietary, safety 

- Review balance between machine cost & downstream parts profit (Parts financials at gate 
reviews). 
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WW Parts Manager Roles & Responsibilities 


» Distribution Services Attributes 

• Recommend dealer product support excellence targets 

• Identify & address gaps at dealers (availability, capacity, capability, parts 
programs...) 

• Review progress at quarterly Strategy Roundtable meetings 

» Customer offerings 

• Define customer centric solutions 

- Repair options, CSAs etc. 
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WW Parts Management - RACI Chart 


Parts Business Strata 
Soles/ Share Targets 
Margin Targets 
Cost Targets . 

Parts Pricir^g/Sales Variarce 
NPi 

Distribirlion Services Attributes 
Custorrer Offerings 
Availablilty 


WW Parts j 

Marregemonl Group | 

M&PS MBD/EBD Component 
COE Reo . Reps . Groupa 

A R R 

AC C 

R A R 

R A R 

A R R 

R R 



Distribution 

Groups 

C 

R 
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A 

R 


Logistics 

□hr. Corrgnents 


P!Ws itavB SPI rJaosion rtg/rts; Ports antf Componsnr 
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RACI Derfinitiorc 
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WW Parts Strategy Roundtable 


WW Parts Strategy Roundtable brings needed focus to global Parts sales and 
strategy and is key to effective implementation of die Enterprise’s Business 
Realignment for Parts 


Roundtable meets quarterly to determine and drive execution of global Parts 
initiatives 

0 Chaired by the Geneva-based WW Parts Manager (M&PS Parts Steward) 

0 Forum for reviewing the state of the business, making/communicating 
decisions, discussing progress toward meeting goals {i.e., targets for revenue, 
share, cost reduction, availability), etc. 

0 Brings together various groups (Component Groups, Logistics, DSDs, 
Purchasing, M&PS COE, etc.) to determine and implement Parts strategies and 
coordinate Parts activities 
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Quentin 

DeWsrfinccurt/OE/CsIerpiilsf 
11/16-;2D0902:a PM 


To Carton B. M8(tts/0C/Ca?erpiil3r@Catetpiliar. David H 
PiCwis^l^ipillar^Cafsrpillar, Dennis M. 
Vosb«ti®®^^®n?3*0r@Caterpiliar, Qqoff M, 
cc Rodn^C. Be^^/Of;/Careipil!a^Cat«:piiiar,-John P . 
Cawr^^QA/Cat»pifl8i@Catsrpi)!ai, Kent E 
MehiinA1C^aiefpi)lar@)Csteipiliar, Kristina A. 
bcc 


SuDjiKa vvw Pans Business TaDie ( 61 ) 
CalerpSlar: Conflifenlial Green Retain Umi: 11/16/2012 


For Follow Up: P- Low Piiority 

HIslory; ^ This massage has been fbivrarded. 

Parts 8T Partners. 

On tehaff of Rod and myself, ! would like to thahK- you fwparticipating'to our first WW Parts Business 
Table last Nov 4ih. t think we had a really good discusaon which Miks Uhes probably summarized best by 
stating: ’‘now that we have defined world hunger, what can this team deliver in the short run that gete us 
goingT, Let me lust summarize what we heard (and look forward to any further feedtjack) end i will then 
touch base on next steps. 

Our first Parts BT had the fdlowing objectives: 

• share the reasoris that drove to die crealnxi of a WW Paris Managwrierit position 

• provide a first overview of the Pails MgFs R&R 

• gatharyour feedback on ihe BT GoncepI « deliverables. 

You wiil find our presentation materials attached. 


Participant feedback: 

Here is what we heard during the meeting in no Bpeciftc Older of importance; 

1. We Head to consider product manager participation to the BT (especially w/ Emerging markets 
product deveiopments/parts for Mid-Tier products), Legal & get confirmation on APD participaiior. 

2. This team needs to look at sponsoring a higher POPS target and drive impiementation eccross the 

enterprise. 

3- This team needs to drive Parts margins improvements, rn bring to tfio next BT parts margin 

Information as available today so that we can level set based on some aclual data & define where we 
want to go from there. 

4. We need to understand competitive developments in pursuit of incrementafPOPS. This should 
probably encompass benchmarking other companies & leads into disoissions into how sve fund BT 
activities. 

5. The BT should be engaged In parts quality as well lo address things like: 

• acceleration of too level parts issue resolution (such as systein one) 

• CPI from the perspective of (P when developing solutions (Fii>d, Fix & Protecn 

• Product upgrades and retrofits (iniegradon to the design process) 

6. We heard a resounding need for the parts BT lo engageiaNPI whether from the perspective of 
settfng NPI guldeftnes for parts (use of proprietary, branding...) or managing the balance betwoert 
machine cost and downstream parts profit. We should add design for re-use/reman under this NPl ' 
banner. We also discussed the possibility of having this team driving Ihe impact of our tax strategy on 
make/buy decislans. 

7. We will need to figure out what this team can contribute in the area of coverage/''f»et on the stre.ef'; 

8. We will consider brirging in dealers to selected BT to re-inforce the Importance of the Pans business 
in dealer, portfoiios while helping validate the parts strategy that we wiii be pursuing. 

9. Suggestion was raised relative tc the possibili^ of having a parts COR • Rod and ! will investigate this 
idea which -to me- providesreatlegiUmacytothrsPartsOT. 

TO. Finally, we also concluded that it would he good to have eatii group come to the next meeting rsedy . 
to share their approach to the overall parts business -great opportunity to learn about some best 
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practices. 

Next Steps 

• I’ll Pe feilowing up with many of you to got Into more of the details of this pane BT, learn about your 
businesses & what we can accomplish together, close the loop on the above suggestions & how we 
can gel launched- I'll be scheduling me^n^ with you over the next month or 2. Meanwhile. I'll be 
worWng with Rod on ftnailzing the team based off yeurrecommendaiions. 

• We’li run a couple more o( these Irrtroductoiy .sesaons with other key players - WW Product S 
Component h^rs, VP's and possibly membm-B of the EO - to mate sure we are on the right track. 

• I'll investtgate the financials & brir^ the currently available data to our next BusinessTaHe. I'll get 
your feedback mi what you/your respective divisions would lite to see to drive better parts decisions 
and get a better understanding of whst we (ran sfibrd to pubfeh. itoink this should be anaxcetlen! 
topleof diecusston for our next sessiort. 

• !‘ii be working on toe details of our BT R&R & decision rights and vwit keep you in the loop on 
progress, 

One of our key deliverables will be to develop a WW Parts Strategy which could be one of the critical 
outcomes of a Parts EOR ( to be confirmed). Meanwhile. I fully suscribe to Mike's idea of getting going on 
a couple of key projects thal v«e coLrtd launch short term. I hope to reach some consensus on this as we 
rarnp-up towards our next business table. 

Our nexl meetings will be or March 19th, June 29th & either Sept IS or 16th- December date will be 
confirmed at a later stage, i'll soon be getfing back to you with a suggested agenda for our March 
face-to-fBce meeting. 

Looking forward to working with you towards Improving our WW Parts business. 

Regards, 

Quentin. 
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S.H. Wunning / S.L Leveoksk 


Enterprise Alignment 


Enterprise Alignment 

Parts Management in the New Organization 
August 25, 2009 

Purpose 

The purpose of this document Is to define ownership, structure and 
responsibilities for parts management in the new organization. 


The major drivers of Caterpillar’s historical parts sales success (in order of 
importance/impact) are; a strong and growing machine population, world class 
parts availability, component design (for longevity, remanufacturing, etc.), dealer 
product support excellence and customer-centric product support solutions. 

Avatlablfitv 

After a strong and growing machine populafion (requiring continued focus on 
prime product differentiation and effective sales and marketing to drive PINS and 
fully capitalize on robust industry demand), the most critical element of parts 
success is parts availability. Availability is a function of on-time shipments by 
suppliers (internal and external), proper management of parts supply within the 
Caterpillar Logistics organization, and dealer capability to meet customer parts 
demand and manage his parts inventory. 

Today, responsibility for these activities is spread across many organizations, 

Cat Logistics, MPSD, Global Purchasing and Caterpillar plants all play roles in 
sourcing, manufacturing, and expediting parts from our plants and suppliers. With 
unprecedented growth in orders of both prime products and parts, supply of parts 
has been severely constrained, resulting in an erosion of Caterpillar’s reputation 
for world class parts availability. The challenge to meet our customer’s demands 
and expectations for parts supply has spotlighted a need to bring greater focus 
and accountability in this area. Left unchecked, an erosion of our parts availability 
leadership will impact both parts and machine sales. 

The Parts Distribution and Marketing & Product Support COE white papers 
Identify how the roles and responsibilities for parts availability will be clearly 
identified and concentrated. These improvements should contribute to a return to 
world class levels of parts availability. 


CATERPILLAR CONFIDENTIAL: Yellow Page 1 


8/25/2009 

CJosing Book page 32 of 39 


CONFIDENTIAL 


PwC-CAT-00002509 


Confidential Treatment Requested by PwC 


PwC_PSi_CAT_00003908 



1062 


S-H. Wunning ! S.L. Levenick 


Enterprise Alignment 


Design 

Component and part design can have a critical impact on parts sales as it 
influences repair practices, remanufacturing. and copying by will-fitters. 
Proprietary designs can add to product cost but vwit iock-in down-stream parts 
sales. Understanding this tradeoff (iniUal cost versus life-cyde company and 
customer value) and when to utilize it can add significantly to parts sales growth. 
The corporate spin-on filter and K-Series GET System (both within MPSD design 
control) are two highly successful examples of how design influences parts sales. 
Leveraging this strategy across a larger band of components will improve long- 
term parts sales growth. 

Today, component design responsibility is spread throughout a number of 
internal organizations and external suppliers. The Component Business Divisions 
bring these key organizations togelherto collectively influence parts sales growth 
through design. The Component Business Divisions will have design control over 
a portion of the parts business through component and parts design, and engines 
and remanufacturing will also have this responsibility for their components. 

Dealer Capability 

Dealer capability to provide excellent customer serwce is the third tool in the 
parts sales too! box. Dealer capability differs from dealer to dealer and temtory to 
territory, The Distribution Services Divisions, with support from the Marketing & 
Product Support COE, will focus on bringing consistency (one ‘Brand’) and 
process excellence to the dealer oiganization 

Customer Solutions 


Finally, our efforts to promote and 'market our parts and service capability add 
some ‘icing to the cake’. Historically, many solutions (parts and service sales) 
initiatives have had mixed success and mixed sustainability. This is due, in part, ' 
to the sheer number and complexity of these initiatives. In the past, program 
‘creation’ has far outstripped the MFCs /districts and dealers’ abili^ to 
implement. Concentrating these efforte in the Industiy Groups (for clear customer 
understanding) with support from the Marketing & Product Support COE, will 
improve customer focus and implementation effectiveness. 
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Enterprise Alignment 


Parts Stewardship 

The Marketing & Product Support COE becomes tfie ‘steward’ of the parts 
business. While the COE does not have accountability for parts sales, service 
levels or POPS, they will provide subject matter expertise for parts and service 
excellence, own important parts processes (such as calculation of POPS-C), and 
determine key parts policies (such as Parts Service Life Policy, Policy Letter #22, 
etc.) and serve as the Enterprise Process Owner for key product support 
processes. In this role, the COE also has strong ‘dotted line’ relationships to 
Industry Product Support Managers, Dlsbibution Managers, and Machine and 
Component Product Managers. It is our intent to transfer full P&L accountability 
for the parts business to custonier-facing Machine Business Divisions as soon as 
practical. 

Worldwide Parts Management Group 

A Worldwide Parts Management Group is being established to ensure 
appropriate focus on the parts business and drive coordination and consistency 
on parts issues impacting multiple Machine/Engine Business Divisions. This 
group will consist of several aftermarket parts managers for all Machine and 
Engine Business Divisions as well as a representative from the M&PS COE, who 
will serve as the group's chairperson. The group will have decision rights for key 
parts activities and vwli bring together various groups that are critical to parts 
business success (e.g.. Component Divisions, Logistics. Distribution Services. 
Purchasing, etc.) through a parts “business table." The business table will meet 
regularly to review the state of the parts business, identify initiatives to improve , 
performance, and drive execution of those initiatives, but ultimate authori^ and 
accountability remain with the WW Parts Management Group. Appendix 1 
graphically depicts the Worldwide Parts Management Group and Parts Business 
Table structure. 


There are 9 key activities the group will be responsible for managing: 


Parts Business Strategy 
Saies/POPS-C Targets 
Margin Targets 
Cost Targets 
NP! 


Customer Offerings 
Distribution Services Attributes 
Pricing/Sales Variance 
AvaiiatNiity 


Appendix 2 provides 'RACr charts to provide further details on the roles and 
responsibilities of me Worldwide Parts Management Group, as well as other 
groups involved in the parts business. ARACl chart is shown for the 2009/2010 
transition period, as well as 201 1 and beyond when full parts accountability has 
transitioned to the Machine & Engine Business Divisions (MBDs/EBDs). 
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Metrics 

A critical few metrics, placed in the appropriate organizations, can drive improved 
results. Accountability for enterprise parts profitability and parts sales moves to 
Prime Product Managers {enterprise entrepreneurs) in 201 1 . 

Other key metrics: 

Avaiiabilitv & Inventory Metrics 

Components/Plants Committed ship dates to parts 
Cat Lr^lstics Order Fill Rate, Inventory turns 
Dealers Parts Service Percentage, inventory turns 

Financial Metrics 

Prime Product Accountable Profit for parts Manager 
Parts sales compound annual growth 


McFee 

During 2009 McFee will be calculated for Component arid Prime Products to 
provide a complete view of the Prime Product and Component Groups’ 
contribution to parts sales and profitability. A project will be undertaken during 
2009 to determine the future structure and need for a McFee process. 
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Enterprise Alignment 


The Perpetual Profit Machine 
In the new organization 


Indiwbr Ra pwiafaitrty 


Induitry RespontibBfty 








Original author of Perpetuai Profit Machine: Dave Lewis 


Note 

Detailed descriptions of roles and responsibilities for the organizations described 
above will be found in white papers on Machine Business Divisions, Distribution 
Services, Parts Distribution (Logistics), Marketing & Product Support COE, and 
the Component Businesses. 
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== Worldwide Parts Business Table 
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SAKL Replacement Parts & Prime Product International 

Intercompany Transactions with CAT Inc Competitivene ss 

Contents 

» Summary Diagrams 

“ Replacement Parts Licenses and Royaltj' Rates 
® Worked Parts and Prime Product Transfer Pricing 

• Market Creation Fee Considerations 

• Service Fees 
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X USDN 


Royally to Cat Inc,: 15,2® 
Agency fee to Cat Inc.; 3.3®/o x 
acquisition cost 

Services fee to Cat inc. : 19'. 4% x 


Entreprenswial licensee 


P,T - US Source 


USDN 


Royalty to Cat Tiic.; 15,2 %x USDN 


Eiitrepreiieuria! licensee 


P.-'F - Eim> Source 
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DRAFT 

International 

Replacement Parts Licenses Competitiveness 


The slides in this section of the presentation will cover the 
following topics: 

* The Intangibles that are licensed by CAT Inc to SARL 
in purch ased finished replacement pa rts and worked 
parts license agreements 

* Recommended royalty rates and underlying economic 
analysis 
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Purchased Finished International 

Replacement Parts License Competitivenes s 

The Intangibles that are licensed by CAT Inc to SARL in 
the purchased finished replacement parts license 


CAT Inc grants to SARL a license 

- To have made and/or purchase P/F replacement parts for sale to third- 
parlies in the SARL Territory or to CAT Inc and Cat affiliates for resale 
outside of the SARL Territory. 


— To use CAT Inc 's Intellectual Property for this purpose, and 


— To purchase P/F replacement parts from CAT Inc 's network of third- 
party P/F parts suppliers for this purpose. 
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Purchased Finished International 

Replacement Parts License ___Conipetitivenes s 

The Intangibles that are licensed by CAT Inc to SARL in 
the purchased finished replacement parts license 


Intellectual property means know-how, processes, designs, 
specifications, trade secrets, patents, copyrights, ti'ademarks, 
tooling, etc., relating to the manufacture and sale of P/F 
replacement parts. 


SARL Territory means Africa, Eastern Europe, Western 
Europe, the Middle East, the CIS, Nordic countries and the 
Near East 


Dn^, iTcMberS, .1999 
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Royalty Rates Competitiveness 


• SARL shall pay CAT Inc a rcfyally of 1 5% of SARL’s net sales (or 
15.2% of USDN) of P/F replaceinent parts to third-parties in tlie SARL 
territory. 


• SARL shall pay CAT Inc aroyalty of 7% of SARL’s net sales (or 7.1% 
of USDN) of the worked parts covered under the worked paits license 
aareeinent to third-parties in the SARL territory. 
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Economic Analysis of Royalty International 

Rates and Transfer Prices Competitiveness 

Summar)' and overview of the approach taken 

1. Determine the appropriate level of profitability for SARL on an 
aggregated or overall basis: tliis represents a joint analysis of all of 
SARL’s transfer pricing associated with its various activities (i.e,, 
distribution of prime product and worked parts, license of parts 
intangibles, etc.) 

2. Given the findings of the joint analysis, determine the appropriate 
transfer pricing for tJie separate categories of activities (i.e., prime 
product and replacement parts) 

3. For licensed parts, evaluate appropriate royalty rates 
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Economic Analysis of Royalty Rates International 

and Transfer Prices Competitiveness 


Because SARl/s prime product and replacement parts activities are 
interrelated (see next slide), ajoint economic analysis of royalty rates 
(licensed PiT and worked parts) and transfer prices (U.S. worked parts and 
prime product) is conducted. 

-- This “interrelated transactions” approach accords with provisions in 
Regs. sec. 1.482-t(b)(2)(ii) (Selection of category of method) and 
Regs. sec. I.482-l(t)(2)(i) (Aggregation of transactions). 
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Economic Analysis of Royalty Rates International 

and Transfer Prices Competitivenes s 

SARL’s intercompany transactions in connection widi its prime product and replacement 
parts activities represent '’interrelated trsuosactions" because: 

— I’he field population of Cat prime products, which is created as S ARL jniirkets 
pi’ime products in its territory, creates the demand for Cat genuine replacement 
parts, and SARL is the sole source of these goods in its tetritor)'. 

— The I'eputation of SARI, and its dealer network for aftermarket support for Cat 
products (parts and service) helps distinguish Cat-brand prime pioduct from tlie 
competition, and thereby helps create greater demand for the prime product. 

The engineering and design of Cat prime products Udees into account the needs of 
the aftermarket business that a field population of those products will create. 

— Financial accounting practices in the construction equipment industry' do not 
separately report segment prime product results versus replacement parts results - 
- they are reported jointly as, for example, “machinery’', as in CAT Inc*s Form 
10-K (PYE December 3l', 1998, p.l). 
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Economic Analysis of Royalty Rates 
and Transfer Prices 


International 

Competitiveness 


Step One: Tlie Coinparabie Profits Method (CPM) was applied to SARL 
on an overall basis. Distributor / dealer comparables were used because 
of SARD’S revenues are derived from its resale business. 
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Economic Analysis of Royalty Rates 
and Transfer Prices 


International 

Competitiveness 


CPM METHOD 

JstP' 

' This metiiod establishes -a reasonable range of after-royalty net 
profitability for SARL. Then, royalty rates and transfer prices that 
leave the target level of post-royalty profit at SARD ~ as refined below 
— are considered appropriate. 
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Economic Analysis of Royalty Rates 
and Transfer Prices 


International 

Competitiveness 


CPM METHOD 

* We performed an extensive search for independent companies operating 
in Europe that have comparable business profiles to SARL, with 
SARL’s priraaiy characterization as a distributor and reseller of prime 
product and replacement parts. 
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CPM METHOD 

* The primaiy sources of information used to find and evaluate 
comparables were: 

Financial databases 

~ Ojf Highway Research reports on the European construction equipment 
industry 

— Construction equipment trade associations 
Lexis Nexis 


— Yahoo and other Internet resources 
— Annual Reports 
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Economic Analysis of Royalty Rates International 
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CPM METHOD 

• We focused on European distributors and dealers of equipment and 
parts, and compiled a refined set of 15 companies (see list on next 
slide). These companies exhibited an interquartile range of operating 
profit to sales (ROS) of 2.1% to 6.5%, witli a median ROS of 4.9%.* 

• These companies exliibited an interquartile range of gross profit to 
operating expenses (GP/OE) of 131 .0% to 152.0%, with a median 
GP/OE of 142.0%.* 


*T!'i.e financial data from ffach cotnpaTaWe were adjiisied to account for the effect on profitability 
meflfiures of difl'erertces with SA'RL in working wipitai and fixed asset inKaisity. 
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COMPANY 

OPERATIONS 

Baynes Pic 

Distributor 

Beers N.V. 

Dealer 

Bergman & Beving AB 

Dislribulor 

Bramnier Pic 

Dislributor 

Caverdaie Group Pic 

Dealer 

Eriks Holding N.V. 

Distributor 

Fineiist Group Pic 

Distributor 

GevekeN.V. 

Dealer 

Him Furness N.V. 

Dealer 

Inchcape l^ic 

Dealer 

Lex Seixdces Pk 

Dealer 

Partco Group Pic 

Distributor 

Ring Pic 

Distributor 

UnidarePlc 

Distributor 

Wyko Group Pic 

Distributor 
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Economic Analysis of Royalty Rates International 

and Transfer Prices Competitis eness 


Step Two: Establish appropriate relative levels of target profitability for 
prime product versus replacement parts. 

This step is accomplished by estimating a proximate net profitability 
differential ratio: 

— Cat dealers in SARL’s territory realize, on average, a ratio of net 
profitabilih' (profit after direct expenses) on parts to machines of 7:1. 

— We were unable to obtain published information from European sources 
on the relative profitability earned by dealers or distributors of par1.s and 
original equipment. However, we found information published in the 
National Automobile Dealers Association (NADA) survey of 
independent new vehicle dealers in the U.S. This survey indicated that 
the ratio of net profitability (net profit before taxes) on service and parts 
to new vehicles is 8: 1 for the average dealer.* 

* Automotive Exixufive, Augxist 1999 
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International 

Competitiveness 


Step Three: Establish royalty rate for licensed replacement parts. 

For this step, the comparable uncontrolled transaction (CUT) method is 
used. The CUT method estimates an arm’s length royalty by reference to 
royalty' rates in comparable licensing arrangements between third-parties. 
Comparability focuses on similarity of: 


— Intangibles being licensed (types and value) 


— Other circumstances (e.g., terms of the transfer, stage of development of 
tlie intangibles, etc.) 
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CUT METHOD 

1. Eckler Industries licensed by General Motors, on a non-exclusive 
basis, to use GM' technology, tools and trademai'ks to make and sell 
obsolete or restoration GM replacement parts for Corvette cars. 

— Body panels, parts and assemblies 
— Soft trim.; interior panels and covers 
- Convertible tops; wheels 
Royalty: 8% of net sales 


Draft, Oct(>bi»‘S, 1999 
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CUT METHOD 


2. Sundstrand Corp. v. Commissioner (1991) 

— U.S. parent licensed Singaporean subsidiary to use parent’s technology 
to make and sell spare parts worldwide. Parent provided subsidiary 
with copies of existing industrial property rights. 

— “... in essence [parent] gave [subsidiary] a portion of the spare parts 
market which for all intents and purposes already belonged exclusively 
to [parent].” 

-- Court finds that an arm’s length royalty is 10% of net sales. 
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CUT METHOD 

3. Other third-party royalty' rates 

- An extensive search of SEC filings for third-party' technology licenses 
involving replacement parts yields no closely comparable situations but 
nevertheless evidence of royalty' rates as high as 18% of net sales for 
certain parts and components. 
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Balancing the three findings, (1) CPM* (2) 8;1 profit ratio and (3) the CUT 
intbnnation, leads to the validation of royalty rates of 1 5% for P/F parts and 7% 
for worked parts; these rates together produce a weighted-average royalty rate of 
14% for all licensed parts, the effects of which are illustrated in the schedule 
below. 
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The P/T replacement parts royalty rate, 1 5%, is higher than tiie worked 
parts royallj' rate, 7%, because there is a higher ra te of enterprise 
profitability earned on P/F parts, and SARL earns a higher gross margin 
and pre-royalty ROS on P/F parts than it does on its licensed worked parts. 


— The P/P' enterprise ROS is approximately 35%, whereas tlie enterprise 
ROS for worked parts is approximately 20%.* 


* At:U,S, dflalei' net, bBfiwe royaiey. -marltater profit eod PASS profit. 
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In summary, SARL’s various transfer pricing arrangements generate a 
planned financial profile for the COSA territory as shown below. 


Redacted By 

^grniaoent Subcommittee on Investigations 


Tliis data generates a ROS of 4.6%, and a GP/OE of 1,43.5%. 




cnNF!i>f:^TKi. Kt;D 


COWFIDENTW.L 


PwC-CAT-i30»353: 


1097 


DRAFI" 

Economic Analysis of Royalty Rates International 

and Transfer Prices Competitiveness 

Sensitivity Analysis: SARL earns Prime Product ROS at target level and pays 
royalty of 1 1 % on P/F parts. 

“ T he ratio of parts ROS to prime product ROS would rise to approximately 
i 0:i (20% pails ROS comparetJ to the 2% target prime product ROS). 

• SARL's COSA territory results would approximate those shown below. 

The SARL ROS is 6,0%, and the GP/OE is 160.4%. This ROS is near the 
top of the range (6.5%), and the GP/OE is above the top of the range 
(J52.0%). 
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Intercompany Pricing: 

Tangible Property 

Effect of P/F license on 

- SARL purchases of machiiies/engines 
-- SARL purchases of worked parts 
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Issue: Pricing of Prime Prod uct Competitiveness 


Retain macliine/engine pricing in current fonnat 

— 2% target reasonable, if achieved (balances parts profit) 
— Most regions achieve approximately 1.5% 

— However, COSA rarely achieved 2% on machines 
-- Need to monitor COSA-region pricing 
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Issue: Wo rked Parts Pricing Competitivenes s 

• SARL purchases worked parts from. CAT Inc at lower transfer price, to 
better reflect the higher profit on parts vs machines. 

“ Allow SA,R,L to earn operating margin of 12% on U.S, worked parts (vs 
8% previou.siy). 

• Estimated transfer price of 70% of USDM, vs 77% currently (COSA 
territory). 
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'* McFee currently paid out of P&SS margin 

• Only paid to intangible owners or licensees 

• 1 998 payments from COSA territoiy: (U.S,$ millions) 

Cat Belg 
Cat France 
CMR 

US oomm’l ent 
Total 


McFee as % of parts sales 20.8% 



(all McFee rec'd from COSA tcTiitory) 
(25% of McFee rec’d from COSA territory) 


Si 

b! 

I! Market Creation Fee 
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Change to McFee Competitivene ss 

With Cat Inc “out of chain,” the Parts Royalty from SARL to Cat Inc must 
cover the McFee. 

McFee as % of Sales, 1998 21% 

(COSA terrilor)') 

Royalty as % Sales, 1999 14% 

(15%1>/F. 7?^ worked) 


Conclusion: Reduction in McFee by approximately 1/3 for McFee derived 
from COSA territory. 
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Implications of Change in McFee Competitiveness 


• McFee and License Fee (L/F) are interreiated— only entities which pay 
L/F are entitled to receive McFee. 

• if McFee is reduced for Cat Belgium from ~4% of machine/engine sales 
to ~2.6% of machine/engine sales. 

• Considet reducing machine.'engine license fee from ~1% of machine 
engine sales to ~2%. 

• Under European Commercial Management, Belgium pays no L/F and 
receives no McFee. 
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• SARL benefits from the services provided by P&SS (US) and CDSE 
(Grimbergen). 

• P&SS provides Ae following types of non-agency services to SARL: 

— Assistance wiA service manuals and literature, inventory availability 
management, parts customer service to dealers, parts pricing, human 
resources assistance, information systems assistance, marketing 
consulting, and strategic planning consulting. 

• CDSE provides primarily warehousing and inventory management 
sert'ioes to SARL. (In addition, PTE provides purchasing and traffic 
services to SARL, which are charged to SARL separately.) 
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Service Fees: R egulations Competitivenes s 

* Regs. §1.482-2(b) provides guidance on detennining an ann’s length 
charge for ser\dces between related parties: 

— Under the benefit test, a charge must be made if the services were 
performed for the benefit of a controlled entity, 

— Under the integral part test, a services charge should be greater than 
fully-absorbed cost if the services are an integral part of the business 
activity' of either the provider or recipient of the services. 


JSSS 
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DRAFT 

International 

Service Fees: P&SS Competitiveness 


in accordance witli §1.482-2(b), it was detenniiied that the non-agency 
services provided by P&SS (US) on behalf of SARL pass both the benefit 
test and integral part test. Therefore, P&SS costs that are allocable to 
SARL will be charged as a serxhce fee and marked up by approximately 5 
percent. 


— Certain P&SS costs will be excluded lironi the service charge since these 
costs are incurred for intangible development already covered by SARL’s 
royalty payment to CAT Inc. 


— The 5 percent markup on cost is supported through a sample of independent 
U.S. management service companies, which exhibits an interquartile range 
of 4.3% to 14.2%. 

^CloVT 
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Service Fees: 
Excluded P&SS Costs 


C'RAFr 

International 

Competitiveness 


The exciuded P&SS costs are as Ibilows: 

- Costs associated with the GET (Ground Engaging Tool) Product Center 
- these costs include design and development of parte technology, 
already covered by the royalty. 


- Costs associated with the development and maintenance of tJie DRP 
system (Distribution Requirements Plan) - these costs include parts 
system know-how, already covered by the royalty. 
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Service Fees; 
CDSE 


IMtVPT 

International 

Competitiveness 


• A Belgian ruling has agreed to the 5 percent markup on cost for CDSE. 


“ The 5 percent markup on cost is also supported through a broad sample 
of independent European warehouses, which exhibits an interquartile 
range of 4. 1 % to 24,6%. 


5ci«/wr S, 1999 
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C^sroifef'RancsSAfFraffice*)' and Catsrpiilar Belgium SA fBeigiam'] 
aii 31^ Wo a m»iufaciufing agfeeiflent with Catstoiltar Overseas SA 

{t:OSA"|. 11» tciing rsiafionstsis is targeted at. siiminating tf-s existing 
W^HJomp^y saie of parts ml prime pradut^ within the COSA 
commedaf^^ien (Belgium. France, Oansva). in order to accomplish 
§ife dbiedive. raw materials, work-in-process and fjtished goods inventory 
v«8 owned by the (X>SA legal entity . The 8X!Bt.yig icenss with 
Inc, fCAT Inc.*) arvi corfespooding obiigation for iho license fee 
»i) be transfeRWi^om hie msmufsciurers to COSA COSA wili pay a 
fee to the manufacturers for their msnufacluring .ssrvioos. l‘he 
maiufar^urer’s foccmte wl! be based on the tolling fee, rather than srising 
out ota biiy-eefi r^iionsh©- ITis ntanufacturer’s incorae is not 
guaranteed, tsit will caitinue to be based on the abiijly of the manutacturer 
to contmi costs. 


Redacted By 
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Benefii assumes 1997 lepek ofpmf^tibr Fmmte and Bgisiwt 
Each dollar of profit m Belaiutn and F nmee over 1997 levels provicles 
potential for SO cents of additional hmefs't. 

Annual earnings and cash flow bensfit are offset bv a one-time- !i>ccd 
UFO reenpture of (The mxta of these costs fna\' be of set thtvugh 
US foreign tax credit pkimungl 
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B2. COSA as Entrepreneur; 
European Manufactured Products 
High-Level Target Design 


Rfr/r msterfst physical hcw 
Fnishad otoduci physEal fkw* 
Ir.voictfS for raw mtenafe. 
ThiKi pany Invoicirig 
Inter -tornpany in\‘oicang 


f Uoff^ted 1 

1 Raw Maferla! 
X. Sapf^ers J 



ysaisr ^ / 

lot Sates^ / 

fk*. / 

I ^ / / 


Ottier 

litiercompany 
(U SraJSi, 
.^O.COPA.GCi^ 



1. There wii! tw no change in physical product flow (fti^ibr flaws depisted 
an atiadied diagram), 

2. There will be no change In dealer Invoicing or recsivabIS managemwit 
(including Belgian Dealer). 

3. COSA wm purchase all raw materials snd wil! own silrnventctieg.. 
Currwt purchasing funcUwis w«i continue undsrservice agwisnlS 

COSA 

4. COSA will become fte Prlncfpal in arime product sales to CACO, OAT 
inc.CCLahdCOFA 


5., COSA will become the P'fhc^al in tnt^roompany prodacticn maleriai 
and OEM sales. 


StibfiK^ ts Aiiamsy Ctfsnt anWor Warii.nrscfuct F^ivil«ig<a 
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B2. COSA as Entrepreneur: 
European Manufactured Products 
High-LeveS Target Design 




B. Wain iMpleften tatioii 
ObservaiiCTs anfiii 


8. C^A wS repiata Steigkfin and France h CAT inc. iicenss agre^sfu^ni 

7. Tc^iir^ and Sie arrangamenfs vM bs concluded between 

GCSSA and Beigium/Rancs. 

S. Tfafi^rs tetween Belgium and France become Interplsnf’ transfers 
Siijxeirtai^ran Mfa-canpany eivoics. 


C. Preilmkiafy Omrationat 


. Rawmatedal and cfsnponent paft snppiter iegai retatinnships 
cbai^ kmi Belgium and Francs to GOSA, PTE will continue 
ftmcEcTiai Suf^iler reialksn^sip and will receive a se/vics fee from 
CGSA. 


2. -Cdwain^ion of inv^tcry logistics systems with inventory ownership 
change. 

3. Iitenagoment of accounling for Inventory away from plant®. 

'A Changes m inter-comi^ny sales processing resulting from tbs role ef 
COSA as as suppBer to o^r marketing companies inciedir^ need 
lor pro, forma invoices- In support of customs and VAT. 

5; Movement of tuttcl(or>.s (oefsemn^ or pay'roil) 

6, T^e to consdlcfete and ciose in support of oonciirrsnl prcfisssih'g 
initiative. 

7 . OcW fesles invoiced by COSA father than Beljpurfi/Franoe. (C!P!)v 

B. Reconciliation of divergeice between legai enbty and accountf^le 
profit, 

9. Msthodology for management of rnanufactuiing efficiency through 
toiting agreement 


1D irr/ontory. accounting fef inter-plartt transfers. 
U-indusicn of CMR Franca in b:rfiing .^ructqre. 


3iA}«crio «n(Vor WoftiP^^uerrhiVSege 
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Robfn D Borafi To Jim B<N«rs/US/TLS/Pw.C@.Amerlc:3s-U3 

<B'eraJ\^ROblrt..p@f.at.c©(?»> ^ 


06/00^^006 O6:0S PM 


Sut)|^ Fw; FYl - 2006 CcTporate CofntniUeo Presentaiion 


dim, this isttie-vefsiors afler review wHh Dave, butwiBiQtji Doig’s tsview. Ws go over 


Monday. 

Robin. 

309:e7t4475 bfionrd@CAT.com 


Even- traf'^acfior. hiis conssQMertGes;. 

-- r-n% f s. 


Kathy a. MsRS.'OO.'Caierpiiiar 
04:5V PM 


ObaibeiiA^'QpCaE&rpiHs.-^Caifci'p’lls 


B. 34r7iaA)C^C^e7|^l>st@f>dt9fpi!!ar 
To&^ley K. HuiysrsorvCCi'C^miiia.'^Caterciltar 
To Jagfe Copplarri/aBrcatafiwterQCataftiilla; 


;wiSh iilm.Qi! 


SctiliiAsUVO£/'CalRrpiltar@Ca^fpnar 


^ Rt^n D Q&rayVDS/CatarpRiai^^CaCei’piliiir 
Ri^n P OH3iirtl6rCcttefpi!*st@Catsi'pil!sir 
Snii^ecl FYI • 2006 Poiponite: Ta)i Audit C/jirxrJKe* Pmsantafen 


CalorpiJlar Canhftsatiat t=naen Kslar, UnBl: DV/ts^tjOB RetMtiOR Catego^ C^!-Geoefsi Maltsre/AJminstnifjua 

Attac-ied pisase fmd the 3O0S OvTix/'rate tax Audit Ccanmiltee Pov^ff^uifit Pteseritab'on, 


Thanit-ynu ond have s good ©awning. 


Katity Uam 
Admin. Assistant 
■Corporaie Tax 



Extv S-447'9 .tuhfcSOfljAiidft 


CONFIDENTIAL 


PwC-CAT-OOO'05954 


Confidential Treatment Requested by F^vC 


>wC_PSl_CAT_00004799 




r’iti.'fFCrtfM'tt c'> iVhj ;fjivrfu;y 

to Ctijbaf P/ffi»rtre A &uf\pnn 


CONFtDENTIW. 


PwC-CAT-OOOaSBSS 


1120 



I 


I 

1 




• Key Messages 

> Eft'ective Tax Rate tending up 

> Difficult IRS exams 

> Adequate icsen'es 

> Complex environment, but well managed 

> Complex reporting environment, but integrated with 
Global Finance & Strategic Support Transformation 
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Tax Reserves 
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December 2005 Meetini 


Audit Committee - Risk Guard Raiis 
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Ajsrtiw i-'iH-'’** 

»Ki oinprenut liwv 
.;4 i Muiiif'rwt Ruk 

fakir* gf il)» liitM rais « s 
tonvaiwl witf; 

0 


CONPIOENTiAL 





1127 


Tax Risk Guard Rails - Process 


■ Step 1 - Identify & Define Risk Categories 


‘ Step 2 - Identify Criteria for Risk Categories 


■ Step 3 - Define Risk Level for each Criteria 
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Step 1 : Identify & Define Risk Categories 

Risk 

Categories Definition 


• TechJiisa] Tax 

• Operational 

• Cornpliaisce 

• Financlai 
l?£portuig 

• Managentei! 

' RspirtsHion 


• Let-el of the stru-clureor transactioa osatss -(Un comoliancs v-ith the lav.; rsgtjjslioiis aiKl court decisions. 
•I.evd of risk the sln;cairc«traasactk«5 creates for sverv'day btisincss' opeiatk'xis. 

•tevel ofri.sk ibestructore wtfiaisiJstioacTeetes Rsttw return preparotion, completion uttd aubrnissioji. 

• Level of risk stnwturc or traassetion ewares associated with ta* accountitjg, fijimcjal reporting or inicmal controls. 

• Probability above rislra can be macased ccatsistcnt widi ospotate tax risk policies. 

’ f^babil)t>' tl*slTactni««rtran<aicrtnn wilt gciyrratc nsgativc impact on the CempRny's imsge. 



CONFIDENTIAL 


PwC-CAT-000p5.9W 



;nt Requested 


1129 


n; 


Step 2; identify Cflteria for Risk Categories 


Risk 

Categories Criteria 

• Tgchnits! Tax » 

• Operntional 1 . OpMatiOTai Cha^ ~] 


' 'ia< law 

» Tax Pstsiuinai CoiHiJiujtj' 

- In/iq-w Priictics 

• Business Purpose & Substauec 

• Ct'tisisteucN' wiiii Prior Pusitrojuj 

• 14sgrlti!Cje qf C'aw liupact 

• Doeumeatfitioa 


• Comp] i arse 


j • Cortjpiiaac* 1 

I ' Ax-feiisbllny of Date 1 


» PinBJioial 
ReporlL’jg 


• Management 


• i>icujn£utesi Tstx Pweess 

• Buslnrss Uailvs. Legal Enthy Alignment 

• Poies«jaJ for Ciitinge w/oTaxAdvie: 


•OAAPRoIb's 

• fisiimDtioriof R.essr.'es&AilowarJce'i. 

• Dccussestsuion. 

• impact (Si Fiaancial Reporting Prticesses 
•MagnitiiiJa of hnpaut on H'miit 


• Reputation 


« ^aii Street Journal l^t 


T3 


i 



•tm. ■ 
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step 3: Define Risk Level for Each Criteria - Example 



Categories Criteria 


• Technical Tax 

• Operatit'nai 

• C'osttpiiafice 

• Fimnctsi 


•TsxUxv 

• Tax j*ttsonftel Condaui^ 

• industry Practice 

I * Dusness Purpose & SubstaiKa.* 

* (r-oBsrstency with Piiof Po^ons 
• Magnitude uf Cush Irapj«^ 

• Docaroentation 


• iaffi- 11* S-ncune or ttsiisacdoa is cmrpiiiei)' osjresislent with iJk is;;nlirabie 
ia«t^ arfiKBBStnitive tu!«s. »nd juditia! dectno-’W «f0ie ^^'pi'ceVie jufisiiijtiic'iK"')- 

' T;-i«st-uoB.Tj ortansaesion w cnitsistsie with fiw spplicsb'ft! laws. 
aamnBstMHvo rotes, araljaSciiii ctecisioitj ofihc aotilicatsle jwisdivt!oo(s) in all 
.■^liScais reipKSa. 

•> Hipti: The sinictcre cr rriBKacdDa !s not wHli the srpiii-'St'iBiaw*, 

sdntinistrative uiles, crjudkld dfcistciis of tha ^pOeshlc jurisJiti!cai(.H) In wntie 
signihcaiu tc^ieci, or 

We eursjos detemune fiw hvel of signiSesnee or coasisterny for sfty reason, fij; 
Thestructate uf eaasactioB is nut ccnsistect wiilt outside edvlce in sone sisniScMU 


» Msjiwg'C'fnerit 


• Rcpul&ticsn 
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In Summary _ _■ ' 

• Key Messages 

> Effective Tsx Rate trending up 

> DiiBcuIt IRS exams 

> Adequate reserves 

> Complex risk environment, but well managed 

> Complex reporting environment, but integrated with 
Global Finance & Strategic Support Transformation 
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St i> 4 Piot Tax Positions on Giianl 


Risit CaWgoricf; 

Ti-BDsactiona} Risk 

Operaifona) Risk. 

CompHanre Risk 

Financiul Atcniiutia^; Risk 

Management Risk 

Reputation Risk 


Virtual Parts Inventory 
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Global Tax Optimization 


Presentation to Caterpillar 

April 14, 1998 
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What is GTOP? 


The Global Tax Optimization Program ... 



“a coordinated, tailored approach to achieving 
your lowest sustainable tax rate" 


flriceffhter/iouse 


II 
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2001 Documentation 
Final Report 

customers to observe Caterpillar equipment in action. Approximately 150-200 customers 
per day visit the Malaga facility. 

Pricing . Pricing has both strategic and tactical components. The strategic economic 
choice of trading off margins for sales volumes is one that Caterpillar has faced often in 
recent years, especially in certain product lines and geographical markets. On a micro 
level, adjustments to pricing may be required to meet local or temporary market 
conditions, to establish prices for product improvements, or to help dealers in competitive 
situations. 

The entrepreneurial entities are reqionsible for worldwide pricing policy for their 
respective product lines, in conjunction with local market knowledge contributed by the 
marketing companies. Therefore, Cat Inc. and Cat SARL have predominant roles in 
establishing pricing policies. 

The marketing companies also have input into thetr local area dealer net prices. Cat 
SARL, for example, can recommend a change to base prices in certain countries with 
significant competitive price pressures or unusual market conditions. Any base price 
changes, however, have to be approved by the entrepreneurial entity responsible for the 
product. Alternatively, Cat SARL may decide to offer promotional pricing or 
merchandising programs; these discounts are reflected as Cat SARL’s sales variance. 

Marketing and Sales Operations . Caterpillar performs a variety of marketing programs, 
both at a general corporate level and in cooperation with its dealers, For example, 
Caterpillar marketing companies advertise directly (and join with dealers in cooperative 
advertising), develop marketing programs, and conduct marketing education for its 
dealers. The marketing companies all have significant day-to-day responsibility for 
marketing. 
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With the exception of certain lands of sales such as those to some government financing 
programs and some direct engine sales to large manufacturers, Caterpillar does not 
generally sell directly to end users. However, Caterpillar sales representatives will make 
joint sales calls with dealers when needed and when the size or importance of the 
prospective sale warrants. 

Actual sales to dealers, as well as the occasional sales to end users, are of course arranged 
predominantly by the marketing companies. In addition, the manufacturing companies 
may in some instances make sales to dealers in their own countries. When manufacturing 
companies sell directly to dealers, whether in their own country or another, they pay a 
commission to the relevant marketing company as compensation for the services that the 
marketing company provides. 

Dealer Administration and After-Sales Service . Maintaining Caterpillar’s dealer network 
requires significant day-to-day effort including visits to dealers by Caterpillar field staff. 
Providing support to dealers in the area of financial management and financing, for 
example, are important activities in the overall marketing scheme. 

All companies with marketing responsibilities are actively involved in dealer 
administration. These include Cat Inc. and the three principal marketing companies. 
Caterpillar’s after sales service, which includes supporting dealers in the servicing of 
equipment and the timely provision of parts around the world, is one of its major 
competitive tools. Cateq?illar's role in after sales service includes developing servicing 
procedures and standards, technical manuals, technical support, training for dealers, and 
warranty support. 

The dealer network and parts distribution capabilities are the two keys to after sales 
service. The marketing companies have responsibility for the dealer network and manage 
the replacement parts distribution warehousing and activities in their regions. Cat SARL 
and CofA also employ parts marketing specialists for their regions. 
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Specific dealer development activities undertaken by Cat SARL, for example, include 
installation and training on dealer information systems; dealer process improvement 
assistance (consulting and best practices advice on sales, parts, service, tools, etc.); and 
dealer business and financial assistance (reviewing dealer business plans and financial 
results, benchmarking dealer results against established standards, making 
recommendations to improve dealer efficiency and profitability, sharing new business 
opportunities, etc.). 

Parts Distribution , Parts distribution is one of Caterpillar’s most important competitive 
advantages in the marketplace. Caterpillar's guarantee to deliver parts anywhere in the 
world on very short notice enables it to sell more machines, since customers know that 
they will not be idled by missing parts. The parts distribution function at Caterpillar is 
very closely associated with the marketing functions because of its strategic importance 
in sales and aftermarket services. 

Caterpillar operates a network of parts distribution centers, and other parts facilities 
around the world. The major parts distribution center is located in Morton, Illinois, 
which is part of Cat Inc. Other major parts distribution centers are part of Cat SARL. 
Cat SARL operates distribution centers in Grimbergen, Belgium and in Singapore, CofA 
also maintains a distribution center. In these non-US parts facilities, the inventory is 
typically owned by the marketing companies. 

Marketing companies acquire replacement parts from two sources, Cat Inc, and Cat 
SARL, Parts manufactured in Caterpillar factories (“worked parts”) in the U.S. and in 
non-European factories (e.g.. Cat Mexico and Cat Brasil) are acquired by Cat Inc. Parts 
acquired from third party vendors (“purchased finished parts”) are acquired by Cat 
SARL. Worked parts manufactured in European plants are sourced by Cat SARL. 

Cat SARL pays a license fee and various service fees to Cat Inc, related to the purchased 
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b. Marketing Risks 

Inventory Risk. Inventory risk for finished product remains for a limited period of time 
with the marketing companies, who hold title only for the time in transit from the factory 
to the dealer. The factories usually have minimal inventory risk for finished product 
since assembly for most product is typically based on dealer orders, Inventory risk for 
replacement parts rests entirely with the marketing entities, who own the finished parts 
inventory for their territories. 

Foreign Exchange Risk The foreign exchange risk for the marketing operations rests 
with the marketing companies. Marketing companies hedge their exchange rate exposure 
on an annual basis against changes in local currencies vs. the US dollar. Most marketing 
companies purchase in US dollars from related entrepreneurial companies. 

c. Marketing Assets 

Name. Caterpillar’s name and reputation have worldwide recognition. Caterpillar has 
promoted its name and related trademarks, logos, etc. and defended them as necessary. 
Development and maintenance of the Caterpillar name, and related trademarks, are 
performed, or paid for, by Cat Inc. and Cat Inc. owns all rights thereof 

Established Dealer Network The foreign marketing companies hold the dealer contracts. 
Caterpillar has a network of worldwide dealers that provide sales and service support to 
customers. 


Cat Inc,, with assistance from the foreign marketing companies, spends significant 
resources in supporting and improving the dealer network, through sales and service 
training, dealer administration support, financial advice, and other programs. 
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3. Entities Covered in This Report 

Table IV-1 briefly summarizes the characteristics of ^ch witity tested in this report. It is important 
to note that several entities have characteristics of more than one type of activity. With the 
exception of CaterpiHar inc. (“Cat inc.”), each of these entities is described in detail in Chapters Vi 
through XI. respectively. Cat Inc., headquartered In Peoria, IL, is an entrepreneurial entity that 
owns intangible assets. Cat Inc. is the entrepreneurial entity for prime products manufactured in the 
U.5. such as track type tractors, mining equipment, motor graders, and other products. Cat Inc. is 
the entrepreneurial entity (in the U.S. territory) for replacement parts supporting Caterpillar 
machines and engines. Cat Inc. is also a marketing entity for products manufactured in the U.S. or 
for products which Cat Inc. purchases from non-U.S. affiliates and sells to U.S. dealers. Cat Inc. 
acts as a supplier factory to Cat SARL for skid steer loaders and for multi terrain loaders produced 
in the Sanford, NC facility for export from the U.S. In addition. Cat Inc. manufactures production 
material for sale to its U.S. and foreign affiliates. 


TABLE IV.1 

OVERVIEW OF ENTITIES 

Legal Entities 

Entrepreneurial 

Entity 

Supplier 

Factory 

Marketing 

Entity 

Cat Inc. 



✓ 

Cat SARL 

✓✓ 


✓ 

Cat (UK) Ltd. 




Cat Brasil 



✓ 

Cat Mexico 


✓✓ 


FG Wilson 


✓ 

✓ 

Perkins 

✓v' 


✓ 


Primary classification 
Secondary classification 
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B. Legal Transaction Flows 

Caterpillar entities participate in multiple intercompany transactions. This section discusses the 
principal intercompany transactions that are reviewed in tills report. 

1. Tangible Property 

Tangible property transactions consist of Intercompany sales of prime product, production 
components, and replacement parts . Prime product refers to completed machines and engines that 
are purchased by dealers for resale to end-users. Production components refer to inter-plant and 
intercompany sales of subassemblies parts that are used in further manufacturing or assembly by 
the acquiring facility. Replacement parts are designed and manufactured to Caterpillar 
specifications and are sold to dealers for installation on Caterpillar equipment in the field. 


a. Prime Product 

Prime product is generally acquired by a marketing entity from an entrepreneurial or manufacturing 
entity. Prime product may also be sold from entrepreneurial entities directly to dealers (e.g., from 
Cat Inc. or Cat SARL to their dealers) when they are acting as marketing entities. The Caterpillar 
entrepreneurial entity will either manufecture the product itself, or will contract with a related 
Caterpillar company to assemble the product. The entrepreneurial entities are responsible for 
developing and implementing product strategy for their designated products and territories and for 
the strategic pricing decisions. Prime products can be fitted with attachments for the specific 
requirements of the end user. 

Transactions from Entrepreneurial Entity to Marketing Entity . Marketing entities are responsible for 
maintaining the dealer network in their regiorts, and for developing and implementing marketing 
strategies. Marketing entitles provide input to the entrepreneurial entities on appropriate dealer 
prices in their regions ("area dealer net" or "Area D/N") and establish policies for discounts from 
dealer net Cmcluding sales variance, spedal marketing prt^rams, etc.). 

The intercompany price for the prime product, from the entrepreneurial entity to the marketing entity, 
is generally set at a discount from the marketing entity's area dealer net price, which represents the 
list price of the machine sold to dealers in the specific geographic territory. Prices at which the 
marketing entities purchase product from entrepreneurial entities are established annually between 
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Mr. David S. Poling 

Intercompany Pricing Manager, Tax & Trade 
Caterpillar Inc. 

100 Norrii East Adams Street 
Peoria, Dlinois 61629 

September 15, 2011 


Dear Dave 

We have prepared and enclosed our transfer pricing analysis and report in connection with the 
intercompany arrangements between Caterpillar Inc. and its foreign affiliates pursuant to our statement of 
work dated February ii, 2011. 

The analyses and conclusions contained in the report are based on information that has been furnished to 
us by Caterpillar Inc. It is our understanding that the information described in this report is accurate. We 
have not independently verified the information contained in this report. 

The scope of our analysis contained in this report is limited to the U.S. federal income tax issue of whether 
Caterpillar Inc. should be treated as having reasonably concluded that its selection and application of the 
transfer pricing methods described in this report provide the most reliable measure of an arm's length 
result. 

Based on the analysis performed, from a U.S. federal income tax perspective, Caterpillar Inc. should be 
treated as having reasonably concluded that its selection and application of the transfer pricing methods 
described in this report provide the most reliable measure of an arm's length result for FY2010. 

We greatly appreciate your assistance as well as the assistance of Marina Wirtz, Crystal Carter, Seth 
Nettles and others at Caterpillar throughout this project. 

If you have any questions, please contact me at 312-298-2464. 

Very truly yours, 


Garry Stone 

PricewaterhouseCoopers LLP 
Enclosures 


PricewaterhouseCoopers LLP, One North Wacker, Chicago IL 60606 
T: (312) 298 2000, F: (312) 298 2001, www.pwc.com/us 
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Caterpillar Inc. was established in 1925 and is headquartered in Peoria, Illinois, U.S. 
Caterpillar Inc. has developed its global Ibotprint and is a truly global company with more 
than 450 subsidiaries and branches In operating 57 different countries operating hundreds of 
facilities. Caterpillar and its subsidiaries employ more than 104,000 employees and are 
engaged in the design, manufacture, and woridwde distribution of machines, engines and 
replacement parts as well as in the provision of services to third-party customers, 


Redacted By The 
Permanent Subcommittee 
on Investigations 


2.2. Legal structure 

Caterpillar Inc., a Delaware, U.S. corporation, is the parent company of the Caterpillar group. 
Caterpillar Inc. is a U.S. Securities and Exchange Commission registrant listed on 
exchanges in the United States, Belgium, France, Germany, Switzerland, and the United 
Kingdom. 

Caterpillar Inc. directly and indirectly owns approximately 450 subsidiary entities 
incorporated or established in 57 different countries. Caterpillar Inc. is the group’s sole 
publicly traded company and its subsidiaries are private entities. Group entities vary 
significantly in type and scope of activity. Legal entity organization charts are presented in 
Appendix E. 


* Caterpillar Inc. 2010 Form 10-K. Senrfce activities are combined with the relevant business 
segment. 
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2.3. Nature of operations^ 

2.3.1. Principal lines of business 

Caterpillar operates in the following three principal lines of business: machinery, engines, 
and financial products. 

Machinery 

The Machinery principal line of business includes the design, manufacture, marketing, and 
sales of construction, mining, and forestry machine. Examples of machinery include track 
and wheel tractors, track and wheel loaders, pipe layers, motor graders, wheel tractor- 
scrapers, trac^ and wheel excavators, backhoe loaders, log skidders, iog loaders, off- 
highway trucks, articulated trucks, paving products, skid steer loaders, underground mining 
equipment, tunnel boring equipment, and related parts. In addition, this line of business also 
includes Electro-Motive Diesel Inc. ("EMD"), a manufacturer of diesel-electric locomotives. 
This line includes logistics services for uncontrolled companies and design, manufacturing, 
remanufacturing, maintenance, and services connected with rail-related products. 

Engines 

The Engines principal line of business includes the design, manufacture, marketing, and 
saies of engines for Caterpillar machinery, electric power generation systems, locomotives, 
marine, petroleum, construction, industrial, agricultural and other applications and related 
parts. It also includes remanufecturing of Caterpillar engines and a variety of Caterpillar 
machine and engine components and remanufacturing services for other companies. 
Reciprocating engine power output ranges from 10 to 21,700 horsepower (8 to over 16,000 
kilowatts) and turbine engines range from 1,600 to 30,000 horsepower (1,200 to 22,000 
kilowatts}. 

Financial products 

The Financial Products principal line of business a)nsi5ts primarily of Caterpillar Financial 
Services Corporation ("Cat Financial") and Caterpillar Insurance Holdings, Inc. ("Cat 
Insurance") and their respective subsidiaries. Cat Financial provides a wide range of 
financing aitematives to customers and dealers for Caterpillar-branded machinery and 
engines. Solar gas turbines, other equipment, and marine vessels. Cat Financial also 
extends loans to customers and dealers. Cat Insurance provides various forms of insurance 
to customers and dealers to help support the purchase and lease of Caterpillar equipment. 

2.3.2. Additional information on principal lines of business 
Competitive conditions 

The Machinery and Engines tines of business operate in highly competitive conditions with 
intense price competition. Great emphasis is piar^d on quality and performance of products 
and on dealer service support. Although no single competitor Is known to produce all of the 
same types of machines and engines as Cater^ilar, there are many companies, large and 
small, that compete with Caterpillar for the sale of each of its products. 


® Caterpillar Inc. 2010 Form 10-K. 
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The Financial Products line of business also conducts operations under highly competitive 
conditions. Financing for users of Caterpillar products is available through a variety of 
competitive sources, prindpally commercial banks and finance and leasing companies. 
Financial Products activity Is conducted primarily in the United States, with additional offices 
in Asia, Austraila, Canada, Europe, and Latin America. 

Manufacturing and distribution activities 

Manufacturing activities of the Machinery and Engines lines of business take place at various 
facilities around the worid, including facilities in the United States, Europe, Asia, Latin 
America, and Australia. 

Machines are distributed primarily through a worldwide network of independent Caterpillar 
dealers located inside (50) and outside (138) the United States. Worldwide, these Caterpillar 
dealers serve 182 countries and operate 3,475 places of business, including dealer rental 
outlets. Caterpillar products are the principal business of most Caterpillar dealers, but 
Caterpillar is not an exclusive supplier to its dealers. 

Reciprocating engines are sold primarily through the Caterpillar dealer network and to other 
manufacturers for use in products they manufacture. Some reciprocating engines 
manufactured by Perkins are also sold through a worldwide Perkins network of 142 
distributors located in 183 countries. 

FG Wilson branded electric power generaUon systems are sold through a worldwide network 
of 154 distributors located in 179 countries. Some large, medium speed reciprocating 
engines are sold under the MaK brand through a worldwide network of 19 dealers located in 
130 countries. 

Caterpillar replacement parts distribution centers are located inside and outside the United 
States. 

Caterpillar products are sold primarily under the brands "Caterpillar", "CAT", "Electro-Motive", 
"Solar Turbines", "MaK", "Perkins", "FG Wilson", "Olympian”, and "Progress Rail". 

2.4. Management organization structure 


in the early 1990s, Caterpillar organized into Business Divisions. A Caterpillar Vice 
President leads each Business Division and reports to the Caterpillar Executive Office. Each 
Business Division operates as an autonomous organization, focusing on a certain business 
segment, process, or region. As a management organization, a Business Division can 
include several subsidiaries or branches ("legal entities”), or a legal entity can contain the 
activities of several Business Divisions. The function, risk, and asset profile of a given legal 
entity therefore generally results either from the role given to that legal entity within a 
Business Division, or from the combination of a Business Division’s attributes within that 
legal entity. The transfer pricing model for the legal entity is set in consideration of that 
function, risk, and asset profile and is implemented in accordance with the relevant 
Caterpillar Corporate Procedures. 

As Caterpillar’s business model evolves to better serve its customers, employees, and 
shareholders, the scope and role of the Business Divisions are refined or redefined, 
intercompany transactions are therefore periodically re-evaluated to ensure fair and 
consistent market compensation for each Caterpillar legal entity. 
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In 2010, Caterpillar operated its 29 Business Divistons through nine Division Types. The 
Division Types and Business Divisions are summarized in Figure 2-2. Caterpillar’s 
management organization chart is presented in i^jpendix E. 
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Figure 2>2 - Summary of Caterpillar business divisions and division types 
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2,5. Caterpillar transfer pricing policy 

Caterpillar's integrated business model and global footprint generates, by nature, a 
significant volume of transactions between legal entities. Compliance wi^ laws and 
regulations is an obligation for Caterpillar employees in accordance with the principle of 
integrity set by Caterpillar’s Values In Actions and defined by the Caterpillar Worldwide Code 
of Conduct. 

Consistent with its values, Caterpillar establishes intercompany transactions and prices 
transactions in compliance with ttie "arm’s length principle" as defined in relevant transf^ 
pricing legislation. A global Caterpillar Tax Policy Letter" states; "Caterpillar legal entities 
comply with all applicable laws and reguiatlorts i^arding the pricing of transactions between 
related parties. Intercompany transaction prices are determined under the arm's length 
principle." An "intercompany Pricing Policy Letter" ("Pricing Policy") further defines specific 
transfer pricing policy statements. Policies exist wittiin a hierarchy, beginning with the global 
Tax Policy Letter. Caterpillar's intercompany pricing policy hierarchy is diagramed in Figure 
2-3. 


Figure 2-3 - Caterpillar intercompany pricing policy hierarchy 
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A few relevant paragraphs from a recent Caterpillar document, "The Caterpillar Story, provide an 
overview for the functional analysis: 


"Caterpillar, Inc., headquartered in Peoria, Illinois, is the world's largest manufacturer of 
earthmoving, construction, and matmals handling equipment, and a major manufacturer of 
diesel and natural gas engines and gas turbines. 

The [company's] products have a wide variety of uses, including highway, dam, pipeline, and 
other construction; petroleum, agricultural, industrial, and other applications; and electric 
power generation systems." 


Caterpillar products are sold and serviced principally through a worldwide network of more than 200 
independently owned dealers and one company-owned dealership. 


This report focuses on intercompany transactions for earthmoving and construction equipment, 
machines, engines, and production components and replacement parts for these segments. The 
industrial turbine power systems designed, manufactured, and marketed by Caterpillar's Solar 
Turbines Inc. subsidiary are noi part of this report. 


a. Structure 

Caterpillar was formed in 1925 by two companies which produced wheel and crawler tractors 
principally for agricultural uses, Until 1950, all manufacturing was performed in the United States, 
although there had been overseas sales by the predecessor companies since 1909. Exports 
represented about 20% of sales by the late 1940’s. In the 1950's and 1960's, Caterpillar established 
manufacturing operations in the United Kingdom, Brazil, Australia, Canada, France, Mexico, and 


’^Peoria, IL., April 1989. 
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Belgium. The original purpose of these international operations was to overcome barriers such as 
foreign exchange shortages, tariffs, import controls, and other difficulties in supplying replacement 
parts to customers. Later, the manufacturing plants were ^tablished to enable Caterpillar to provide 
prime products to users in all parts of the world. 

In addition to these manufacturing operations, marketing subsidiaries were established to market 
product and to provide product support outside tiie United States. Caterpillar Americas Company 
(CACO) was established in 1957 to serve the Western Hemisphere;’’ Caterpillar Overseas, S.A. 
(COSA) was first established in 1957 as Caterpillar Overseas C.A. in Venezuela and was organized 
and relocated in Switzerland in 1960 to serve the rest of the world outside the U.S. In 1967, 
Caterpillar Far East, Ltd (CFEL) was formed by COSA to serve Asian markets. In 1994, CFEL 
became a separate branch of COSA, COSA - Singapore. 

Caterpillar has established a number of subsidiary companies generally organized according to their 
principal function as either marketing and manufacturing companies and, within these, by geographic 
area of responsibility. For example, Caterpillar Overseas S.A. is the marketing company for Europe, 
the Middle East, and Africa and is a subsidiary of Caterpillar, Inc. By contrast, Caterpillar Belgium 
S.A. (Cat Belgium) is a manufacturing subsidiary supplying a range of products across a number of 
markets. 

No corporate entity is "pure" in terms of functions, however. Because of local needs, almost all 
Caterpillar manufacturing companies perfonn some marketing, and vice versa. For example, Cat 
Belgium sells its own manufactured product directly to dealers in Belgium, although COSA performs 
all of the other marketing functions that enhance Cat Belgium’s ability to make these sales. On the 
other side, the Australian company (Caterpillar of Australia, Ltd - COFA), predominantly a 


” CACO is consolidated with Caterpillar Inc. in the U.S. tax return and hence, is not discussed in detail in the 
remainder of this report. 
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marketing company, also has a minor manufacturing function, assembling motor graders for its own 
market. 

COSA is the shareholder for many of Caterpillar's foreign manufacturing companies (including 
Caterpillar's share of overseas joint venture companies) and marketing companies. The remaining 
companies are generally subsidiaries of Caterpillar, Inc. For the purposes of this transfer price 
review, the ownership structure of the entities is not as important as the business relationships among 
them. Our description and analysis focuses on intercompany transactions and the economic 
functions exercised by each company. The legal structure is not discussed further in this report, 
except as needed. 

b. Product Flow 

Generally, Caterpillar product flows from a manufecturing company to a related marketing company, 
to independent dealers, and finally to end-users. Departure from this flow occurs only when and 
where conditions require a departure. The following is a brief description of the normal flow of 
prime products, parts, and components among related Caterpillar companies. 

L Manufacturing 

Piime_Prjoduct , Prime product refers to the completed machines or engines sold by Cateipillar 
entities to their dealer network. Prime product is mantifactured at Caterpillar owned plants or (in 
a few instances) by a third party manufacturer. 

Sourcing for products is generally based on geography, so that the nearest plant that manufactures 
an item is typically the source of that product for the local marketing company. Because sales 
volumes for some large machines do not justify multiple manufacturing sites, these machines are 
usually sourced at a single plant and sold to each of the marketing companies. 
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Replacement Parts . Caterpillar maintains three primary parts distribution centers serving parts 
depots worldwide. Morton, IL is headquarters of the Parts & Service Support (P&SS) business unit 
and the primary parts distribution center for North America; Grimbergen, Belgium is a branch of 
COS A (and owns the inventory therein); and COSA Singapore sells to dealers in the Far East region. 
Thus, Pt&SS sells the requisite replacement parts to the marketing company, which then sells to 
dealers, who in turn sell to the customer. In addition, other Caterpillar companies maintain parts 
depots or facilities in Australia, Brazil, Canada, Mexico, and South Africa. 

Components . Components (also referred to as “production material” in this report) are parts or 
assemblies supplied by a Caterpillar manufacturer for use by another in the production of prime 
product. Purchases of components are made directly by the manufacturing plant and generally are 
not purchased from marketing companies. A component may be physically the same in appearance 
as a replacement part (although they may be packaged differently). What distinguishes the two, aside 
from differences in packaging, is that replacement parts are ultimately destined for a customer 
without further assembly, while components will be incorporated into a prime product or 
replacement part by a further manufacturing process.'* 

it Marketing 

Marketing companies purchase from Caterpillar commercial entities (i.e., Cat Inc., Cat Belgium, or 
Cat France) and sell to dealers. With the exception of one dealer in the United States that is owned 
by Caterpillar, dealers are unrelated parties. The marketing companies are organized geographically 
and operate only in their respective regions. 

The general function of a Caterpillar marketing company is to purchase products from manufacturers 


’'Throughout this report, the term "parts" will refer to replacement parts and the term "components" will refer 
to component parts. 
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for sale to independent dealers and to provide marketing services for Caterpillar products within its 
geographic area. These services include developing new markets for Caterpillar products. 

Marketing companies advise and consult with dealers, who, in turn sell and provide services to end 
users. Caterpillar marketing companies are responsible for developing and implementing marketing 
strategies within their geographic regions. Two of the marketing operations, COSA and COSA-Sing 
also own and manage the parts distribution centers in Grimbergen, Belgium and in Singapore, 
respectively. 

c. Summary of Caterpillar Companies 

Altogether, Caterpillar has a direct or indirect ownership interest in more than 1 00 companies around 
the world. Most are wholly owned by Caterpillar, Inc., by one of its wholly-owned subsidiaries, or 
in conjunction with one of its wholly-owned subsidiaries. Some are owned jointly with an unrelated 
party. 

Our transfer pricing analysis is concerned with the 8 wholly-owned companies which conduct the 
bulk of Caterpillar’s related party transactions. The companies included in the analysis are: 

1. Caterpillar. Inc. r*Cat Inc.”! : the parent company, a US company that manufacturers in its own 
plants for sale to foreign marketing companies and markets all Caterpillar products in the U.S. Cat 
Inc. performs R&D, designs products and processes, and has broad management and financial 
responsibilities for the corporate group. Cat Inc. owns all the patents, technology, know how, names, 
and other valuable intangibles. 

2. Caterpillar Overseas. S.A. (“COSA^L a Swiss company responsible for marketing of prime 
products and the marketing and distribution of parts in Europe, Africa, the Middle East, and Eastern 
Europe. 
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3. Caterpillar Americas Co. rCACO'\ a U.S. company responsible for marketing in the Western 
Hemisphere outside the U.S. (Included in the U.S. tax return.) 

4. COSA-Singapnre rCOSA-Sing” a Singapore branch company responsible for the marketing of 
prime product and the marketing and distribution of parts in the Far East, exclusive of Japan and 
Australia. For the purpose of this report, COSA-Sing is evaluated separately for the testing of 1 995 
transactions. 

5. Caterpillar of Australia Ltd. rCQFA”V an Australian company responsible for marketing in 
Australia, New Zealand, and nearby islands. COFA also assembles motor graders, but derives more 
than 95 percent of its revenues from marketing activities. 

6. Caterpillar Belgium S. A. r‘Cat Belgium”') , a Belgian company that manufactures products for sale 
primarily to COSA. 

7. Caterpillar France S.A. T'Cat France”L a French company that manufactures products for sale 
primarily to Cal Inc. and COSA, in roughly equal amounts. 

8. Caterpillar fl I K i IM. T^Cat (UKt Ltd.”! a U.K. company that manufactures smaller machines 
for sale primarily to Cal Inc. and COSA. 

9. Caterpillar Brasil S.A. r‘Cal Brazil’") , a Brazilian Company that manufactures products for sale 
in its market and for export to Cal Inc. and CACO. 

In addition to its own manufacturing companies, Cateipillar also employs third party suppliers (i.e., 
where Caterpillar owns the product designs). Caterpillar's major unrelated supplier is Artix Ltd, 
which manufactures articulated dump trucks for Caterpillar. There are other unrelated 
manufacturers, but the volume of product they produce for Caterpillar is significantly smaller. 
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(Potentially comparable transactions with Artix are discussed in more detail in Appendix D of this 
report.) 


d. Transactions with SCM 

Shin Caterpillar Mitsubishi (SCM) is a Japanese joint venture between Caterpillar Inc. and 
Mitsubishi Heavy Industries (MHI), engaged in the manufacturing and marketing of construction and 
heavy equipment in Japan. Transactions between Caterpillar and SCM are governed by the joint 
venture (with amendments) signed by Cat Inc. and MHI. These transactions are considered 
uncontrolled by Caterpillar for purposes of section 482. For example, SCM has a seventeen-member 
board of directors, of which only seven are Caterpillar employees. Accordingly in this report, we 
do not evaluate the Cat-SCM transactions for purposes of section 6662 documentation. 

Caterpillar’s tangible property transactions with SCM are significantly different from transactions 
with its controlled marketing companies (e.g., COFA, COSA, or COSA-Sing), or its transactions 
with its controlled manufacturers (e.g., Cat Belgium or Cat France). These differences include 
differences in terms and conditions of pricing, economic factors (strategic pricing decisions vs. 
Japanese-based competitors) and risk (exchange rate risk). We were not able to make accurate and 
reliable adjustments for these differences. Accordingly, we do not use transactions with SCM as 
comparable uncontrolled transactions under the tangible property methods (CUP, cost plus, or resale 
price methods). See further discussion of tangible property transactions with SCM in Appendix A. 

SCM and Cat Inc. cross-license design technology to each other (SCM owns the design for small 
hydraulic excavators, and Cat Inc. owns the design for other products). We determined that Cat’s 
tangible licenses lo/from SCM are sufficiently similar to Cat bc.’s licenses to Cat Belgium and Cat 
France that the SCM licenses could be used as comparable uncontrolled transactions under the 
intangible property methods (Comparable Uncontrolled Transactions and Comparable Profit Split 
Methods). See more detailed discussion in Section IV.B.5. 
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PARTS PROFIT DISTRIBUTION 


£xhibit IIT.? 
page 5 of 15 


PARTS PROFIT RECIPIENTS 


MARKETING: 

CACO CFEL 

CBSA COFA 

ENGINE DIVISION 

MANUFACTURING PLANTS: 

ALL US MFG PLANTS 
ALL SUB MFG PLANTS 

COMPONENT PROFIT CENTERS: 
CHEM PRODUCTS 
HYDRAULICS 


PORTION 
OF TOTAL 
4% 

COSA 

NACD 

CIPI 

3 % 


4% 

TRANSMISSIONS 

UNDERCARRIAGE 


16% 


ENGINE DIV (for captive engines) 

COMMERCIAL ENTITIES: 

44 PRODUCT GROUPS 


P&SS 3 % 

TOTAL 30 % 


Price VKiterhouse llf 
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I PARTS PROFIT DIST'RIBUTrON — 

PROFIT CENTERS FOR WHICH A DISTRIBUTION IS MADE 


Exhibit 111-? 
P*ge6Qfl5 


J 


CONSTRUCTION & MINING : 



PRODUCTS --- 1 


OTHER 


AURORA- 

EXCAVATORS 
MED WHEEL LOADERS 
LRG WHEEL LOADERS 
DECATUR: 

ARTICULATED DUMP TRUCKS 
OFF-HIGHWAY TRUCKS 
MOTORGRADERS 
SCRAPERS 

LRG MINING VEHICLES 
EAST PEORIA: 

MED TRACK TRACTORS 
LRG TRACK TRACTORS 


T'"' y'* 

ENGINE pivisioN 


SMALL ENGINES: 

31 00 
3200 

3200 NON-CUR 
medium ENGINES: 

3300 

3300 NON-CUR 
3400 

3400 NON-CUR 
large ENGINES: 

3500 

3500 NON-CUR 
3600 

SPARK IGNITED 
SPARK IGNITED - NC 
SINGLE CYL TEST ENGINES 


AG PRODUCTS: 

AG MACHINES 
CHALLENGER 

BUILDING & CONSTR PROD: 
BACKHOE LOADER 
SML EXCAVATORS 
SML TRACK TRACTORS 
SML WHEEL LOADERS 

COSA: 

CMR 

GOSSELIES: 

COMM ENG 
EXCAVATORS 
WHEEL LOADERS 
GRENOBLE: 
EXCAVATORS 
TRACK LOADERS 
TRACK TRACTORS 

PAVING PRODUCTS: 

BARBER GREENE 
PAVING PRODUCTS 

CAT WORLD TRADE 

CBSA 

CIPI 

CUSTOM PRODUCTS 
DEFENSE PRODUCTS 
FOREST PRODUCTS 


Price Waierhouse ilf 
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FINAL REPORT 


Caterpillar 


1998 Documentation Report 


September 15, 1999 
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1998 DocumentatioD 
Final Report 

COSA-Sing, and COFA undertake substantial activities in this area, as they 
employ parts marketing specialists for th«ar regions. 

Specific dealer development activities undertaken by COSA, for example, include 
installation and training on deal« information systems (the systems themselves 
are designed by Cat bic.); dealer process improvement assistance (consulting and 
best practices advice on sales, parts, sCTvice, tools, etc.); and dealer business and 
financial assistance (reviewing dealer business plans and financial results, 
benchmarking dealer results against established standards, making 
recommendations to improve dealer efficiency and profitability, sharing new 
business opportunities, etc.). 

2.1.6 Parts Distribution . Parts distribution is one of Caterpillar’s most important 
competitive advantages in the marketplace. Caterpillar's guarantee to deliver 
parts anywhere in the world on very short notice enables it to sell more machines, 
since customers know that they will not be idled by missing parts. The parts 
distribution function at Caterpillar is very closely associated with the marketing 
functions because of its strategic in^rtance in sales and aflermarket services. 

Caterpillar operates a network of parts distribution centers, parts distribution 
centers, and other parts facilities around the world. Parts distribution and 
management of parts facilities rests principally with P&SS, a division of Cat Inc. 
The major parts distribution center is located in Morton, Illinois, which is part of 
Cat Inc. Other major parts distribution centers are part of COSA (located in 
Grirabergen, Belgium) and COSA-Smg (located in Singapore).'* COFA 
maintains a distribution center. In these non-US parts facilities, the inventory is 
managed by P&SS, although it is owned for legal purposes by the marketing 
companies. The intercompany price for the sale of spare parts 6om P&SS to the 
marketing companies includes a componait for the interest costs of the marketing 
companies’ ownership of the parts. 

'*Cal Africa owns a parts distribution center in Johannesburg, South Africa. 
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2.2 Marketing Risks 


1998 Docameatatloo 
Final Report 


2-2.1 faventory Risk. Inventory risk for finished product remaii^ with the marketing 
“ companies, who hold title only for the time in transit from the factory to the 
dealer. The factories have more limited inventory risk for finished product since 
assembly for most product is based -on dealer orders. Inventory risk for 
replacement parts is entirely witti the mailceting entities, who oivn the finished 
parts inventory for their territories. 

2-2.2 Foreign Exchange Risk (See 1.2.4 above.) The foreign exchange risk for the 
marketing operations rests widi fr>e marketing companies. Marketing companies 
hedge their exchange rate exposure on an annual basis against changes in local 
currencies vs. the US dollar. Most marking companies purchase in US dollars 
fitam related manufacturing companies. 


2.3 Marketing Assets 

2.3.1 Naipe. Caterpillar’s name and reputation have worldwide recognition. Caterpillar 
has promoted its name and related trademarks, logos, etc. and defended them as 
necessary. Development and maintenance of the Caterpillar name, and related 
trademarks, are performed, or paid for, by Cat Inc. and Cat Inc. owns all rights 
thereof. 

2.3.2 Established Dealer Network. The dealer network is one of Caterpillar’s most 
valuable assets. The foreign marketing companies hold the dealer contracts. 
Caterpillar has a network of worldwide dealers that provide sales and service 
support to customers. In 1996, the chairman and CEO of Caterpillar made this 
statement, “...We are convinced that our single greatest advantage over our 
competition was and still is our system of distribution and product support. Tbe 
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backbone of that system is our 186 independent dealers arcunvl the world who sell 
and service our machines and diesel engines.”'' 

Foreign marketing companies spend significant resources in supporting and 
improving the dealer network, through sales and service training, dealer 
adnunistration support, financial advice, and other programs. 

The marketing companies are primarily responsible for maintaining the dealer 
relationships that form the basis of the dealer network. As detailed above, the 
marketing companies provide dealCT SCTvices that range from market strategy and 
market development to specific business and financial assistance to dealers. 
Furthermore, the marketing companies receive dealer feedback and work in 
cooperation with the dealers in ordo- to obtain current market, product, and 
customer information. In the COSA teirilory, for example, COSA has dedicated 
significant resources to dealer development and relationship building. As a result, 
the average length of a dealer relationship in the COSA territory is 46.5 years and 
dealer turnover is rare. 


'^“Make Your Dealers YourPartnets,” Harvard Business Review. March/April 1996. 
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n. GENERAL OVERVIEW ! 

A. Description of Cateipillar Inc.' | 

1. General I 

In 1 925, Caterpillar was formed by two con^anies that produced wheel and crawl tractors 
primarily for agriculture. Headquartered m Peoria, Blmois, in the United States (‘‘U.S.’')* 

Caterpillar is die world's largest manufectoro- of construction and mining equipment, 

diesel and natural gas engin es, and industrial gas hubines. It is a Fortune 100 company, 

ranked first in its indusfiy, with more than US$30 bdllion in assets. Caterpillar is a U.S. 

based ^obal competitor, however more than half of all Caterpillar’s sales in 2001 were to 

customers outside of the U.S.. Caterpillar has maintained its position as a leading U.S. ; 

exporter, with U.S. exports of US$4.8 biUion in 2001. ■ 

Prior to 1950, all products were manufectured in the U.S.. In the i950s and 1960s, \ 

Caterpillar established manufiacturing operations in Australia, Belgium, Brazil, Canada, 

France, Mexico and the Uruted Kingdom, overcoming barriers such as tariffe and. iitgxJrt 
restrictions. Subsequently, Caterpillar also established manufactuiing facilities and I 

specialist marketing subsidiaries to maricet and provide products to users worldwide. 

Currently, Caterpillar products and conqmncnts are manufectured in 50 U.S. facilities and 

in 65 other locations around the world. • 

2. Principal Lines of Business \ 

Caterpillar operates in three principal lines of bu^es: | 

Machinery 1 

This line is responsible for the design, manufecture, and ongoing support of small, j 

medium and large machinery used in a variety of construction, mining, industrial quarry, j 

waste, agricultural and forestry applications. Additionally, it includes the design, j 

manufacture, procurement, and marketing of conqmnents and control systems that are J 

primarily consumed in the manufacturing of Caterpillar machinery. Items of machinery 
produced by Caterpillar include; track and wheel tractors; loaders - log loaders, telescopic 
loaders, skid steer loaders; pipe layers; motor graders; mining shovels; ofFhi^way trucks, 
articulated trucks; paving products; log siddders; and related parts. 


* Source; CateipilJar’s website, available at www.catcom. and &e DecenAcr 3 1 . 2001 Foim 10-K. 

sU Ernst &Younc LLP 3 
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Engines 

Caterpillar designs, manufactures and raaifcets engines for the machinery busineK line, on- 
hi^way trucks and locomotives; marine, petroleum, construction, industrial, agricultural 
and other applications; electric power generation systems (primary and standby); and 
related parts. Caterpillar is the world's largest manufectuier of medium speed Kigines and 
is also the world’s largest manufacturw of hi^-speed diesel engines with ratings available 
from 54 to 13,600 bp (40 to 10,000 kW).* Caterpillar produces an extensive range of 
rec^rocating en gin es fbat meet power needs ran^g from 5 to 22,000 hp (4 to 16,200 kW) 
and turbines rating from 1,600 to 19,500 hp (1,000 to 14,000 kW). 

Financial Products 

Caterpillar provides fin anc ing to customers and dealers for the purchase and lease of 
Caterpillar and noncompetitive related equipment, as well as some financing for 
Caterpillar sales to dealers. Additionally, Caterpillar provides VEdous forms of insurance 
to customers and dealras to help support the purchase and lease of its equipment. This line 
of business consists primarily of Caterpillar Financial Services Corporation (“Cat 
Financial”), its subsidiaries, and Caterpillar Insurance Co. Lid. Cat Financial has more 
than doubled its earnings in the last five years. For the 2001 financial year more than 60% 
of new Caterpillar machines delivered wCFrldwide wore financed by Cat Financial. 

3. Primary Business Units^ 

CaterpiUar’s operations are organized into various business units. A legal entity or 
division can be characterized either as an entrepreneurial entity, a marketing company, a 
supplier factory or a service support operation. 

Entrepreneurial Entities 

The primary responsibility of entrepreneurial entities is to develop and implement product 
strategies for their assigned product lines. These entities are also responsible for 
manufecturing the products either through their manufacturing fkilities or throu^ 
supplier relationships with other Caterpillar facilities; customizing the products; and 
developing the marketing strategy. Typically, entrepreneurial units have a global 
responsibility for their allocated products, Alfiiough they design and manufacture 
products, they do not generally sell Ore products directly to the dealers. 


^ v?ww.Catcom/pn)duc&/engjnes. 

^ CofA’s inteniBl masagemait doomients. 
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Marketing Companies ! 

Hie marketing companies purchase products from the entrepreneurial entities, seD the | 

products to the mdepHident dealers and maintain dealer relationships. They ^ responsible 
for all sales to dealers in their designated geogr^hic regions. Marketing conipames, along 
•with mtr^reneuiial entities, establish dealer prices in their temtories. Prices at wdiich the 
marketing ctmqjanies purchase products from entrepreneurial raititics are established in 
price negotiations between the business units. 

Supplier Factories 

Certain Caterpillar factories manufacture and/or assemble producte under contract to othCT 
Caterpillar entities, These factories manufacture products under the supCTvision of other 
Caterpillar entities that own the intangible ass«a. A manufectming fecUity can be an 
entrepreneurial entity for an assigned product line in its region, as well as a suppliff 
fectoiy for other product lines or temtories. i 

j 

Service Sipport Operations j 

Caterpillar has established service st^port opexations to assist the various marketing \ 

companies in supjporting the local independait dealer networks responsible for selling j 

Caterpillar products to end customers. CofA’s role is that of a service support operation. I 

Caterpillar has similar support service opnulions in Canada, Latin America, Europe and | 

Asia. \ 

A, Other Business Units* 

Product Sx^port Division and Caterpillar Logistia Services 

Caterpillar Replacement Parts Business Units comprise two divisions. The first, referred 
to as the Product Support Division (“PSD”), •works with the marketing companies to j 

formulate and implement strategies to increase parts sales growth. The second, Caterpillar 
Logistics Division (“CLS”), manages the worldwide parts invealory, the various parts 
distribution centers, and the traffic operations. 

Parts distribution is a significant competitive advantage for Caterpillar worldwide, due to 
the group’s ability to deliver parts to any location in the world on very short notice. 

Caterpillar markets this capability and •uses it as a means of differentiation from its 
competitors. The capacity to quickly deliver r^lacsnent parts translates to less do'wntime 
for clients, resulting from delays in the arrival of r^laccment parts. 

The Caterpillar parts distribution networic consist of 23 distribution centers in 1 1 countries, 

and 1 3 distribution centers in the U.S. i 


* Coin’s iDtenuI maBagement docinneiits. 


Ernst & Young llp 
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Component Business Unit 

The Component Business Unit mmuiactares precision components that me required for 
Caieipillai’s machines and engines. Located prinopafly in the U.S., this business unit 
sells its products to U.S. and foreign manufiictnring facilities. 


Redacted By The 
Permanent Subcommittee 
on Investigations 

i 

I 


^ CofA's internal mansgemenl docinncnts, 
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Outline 


I Objective: 

^ • Briefly introduce tax efficient methods of technology ownership 

» Evaluate the feasibility for CSARL to invest in technology 

* Key Question: 

» Does it make sense for CSARL to invest in future technology? 


Preliminary Findings: 

• Based on stylized but representative facts, there are significant 
tax benefits of investing in certain technologies 
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Technology Ownership: 
“Efficient” vs. “Inefficient” 


* Technology ownership must be aligned with enterprise and relevant 
affiliates’ tax footprint. 

> In cases where sales predominantly occur in jurisdictions different 
from the owner of the technology, there can be a negative impact 
related to the ownership of the underlying technology. 

> Technology ownership creates significant tax benefits mainly in 
cases where the underlying sales occur in the technology owner’s 
jurisdiction. 


July 02, 2002 


Draft for Discussion Purposes • Page 3 


ww 
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I Technology Ownership: 

I Relevance of Sales Profile 


I ► In cases where sales are in markets separate from the 

I technology owner, the benefit of ownership is limited to 

license revenue. 

► In addition, it must be noted that license revenue related 
to products that are produced and sold in the US is treated 
as US-source Subpart F income. 

► Such income is often taxed at higher rates than than the 
standard corporate tax rate. 

I 


July 02, 2002 


Draft for Discussion Purposes > Page 4 
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Need to Repatriate Cash in the US 


► CSARL needs to repatriate $60-$70m per year. 

^ Any cash repatriated from non-Subpart F sources 
diminishes the effect of tax planning 

Projections show Subpart F after-tax income alone 
may be insufficient to meet cash repatriation needs 


July 02, 2002 


Draft for Discussion Purposes - Page 7 
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Business Model F-leview 
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? 

• Value added statements for plants focus on key cost, efficiency, 
quality and manpower issues 

• Accountable (vs legal entity) concepts are often referred to. 

However the key personnel who would be involved in a tax audit 

are well educated regarding legal entity. The risk of people in 

the business without an understanding of the differences 

between the two should be closely managed, 
s 

*n 

I 
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From: CN=Steven R. Williams/O-J^US/OUsTLS/O-PwC 
Tq; CN=Thonias F. Quinr)/OU”US/OU=TL.S/0’'PKC 
Sent; 11/06/2008 06:12:48 PM EST 

CC; CN-Ed BodnaTn/00=US/0’J=TLS/0”PwC8Aisecicas-US;CN-Michael T Hurphy/0U-US/00-TLS/0=PwceAniericas-US 
Subject: Re: Fw: slides for Ed Rapp 


yeab, boiling it down to a 3 page presentatoin really concentrates the mind, 
wish we could do that with our 200 page TP reports 


■ RM^ed by Hie PennaiMBt 
Svbcommittee on InveitlgaHoBe 


Steve 

Price! 


I Managing Director l Global Transfer 
iCoopers I Telephone: ■‘1 703 918 3339 
imsSus . pwc . com 



Thomas F. Quinn/US/TL3/PwC 
n/0672'0fl'S 04 :54' PM 
Local: 

Inti: 

One No 
US 



TL 60606 


To 

Steven R. Wil liaras/US/TLS/PwG 

Ed Bodnam/US/TLS/PwC, Michael T Murphy /US/TLS/PwCgAmericas-US 
Subject 

Re: Fw; slides for Ed Rapp 


Michael, 

See how we can distill all of your hard worts into a 5 minute presentation... 

Nice job guys. They would never have gotten there without the dedicated effort 
over the last several days. 


scewaterhouseCoopers I Telephone: 
shonas . f . qui nn€us . pwc . com 


Steven R. Williaiss/US/TLS/PwC 
11/06/2008 02:58 PM 
Local ; 

Inti: t 
-Rsply 

To 

Thomas F. Qulnn/US/TLS/PwC, Ed Bodnan/US/TLS/PwC 

Hiehael T Hurphy/US/TLS/PwCeAmericas-OS 
Subject 

Fw! slides for £d Rapp 



Rod is going with his slides (three slides — see below). Ke called and asked 
our help to validate some of his benefit assumptions — I made a few 
suggestolna. They only have half an hour with Rapp, so our slides, clean as 
they are, were still "too much" ... . 


so the basic message is 

i. Need five guys outside US to maintain CSARL benefits (2S0 in parts, 
50* in machines in normal vaars)»» MT7T, mwl, lhsx, mhex, 

Add benefit for Brazll-- 


80 our slides become the background and support for what they are going to 


take 


Rod will add a few points on outcome-- accretive in year 1 (trough planning), 
sustainable and low risk, etc. Since Rapp was in Geneva, 1 suggested that Rod 
emphasize that adding Brazil is a lot easier than implementing coiling 
(assuming Treasury issues these regs before Jan 20!) . Ail you need is some 
do’s and don’ts, some interco contracts, and some intecco pricing. 


Rod thanked us all for the work and he was feeling confident. 
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Redacted by the Permanem 
Subcommittee on Investigations 


Steve Williams i Managing Director i Global Transfer Pricing 
PrlcewaterhooseCoopers ! Telephone; tl 703 918 3339 ! Mobile: 

Steven. r. williems0us -pwe . com 

Forwarded by Steven S- Hilliams/US/?L3/PwC on 21/06/2008 03:50 PM 

Rod J Perkins <Perkins_Rodney_J(Jcat .com> 

11/06/2008 03:26 PM 

"Reply to All" is Disabled 

To 

Steven R. Williams/US/TLS/PwCeAmericas-US 


Ed Bodnam/OS/TLS/PwCgAmericas-US, Michael T Murphy /US/TLS/PwCeAraeriCaS-US, 
Thomas F. Quinn /US /TLS/PwCSAmericas-US 
Subject 

Ro : slides for Ed Rapp 


International Tax Manager (Europe Africa ■ 
Global Tax S Trade, Caterpillar Inc. 

100 NE Adams, Peoria Illinois 61629-4230 
E-mail : r jperkinsScat . com 
TelephDn^^M^«^4 9 9 
Mobile; 

Fax: (309) 675-6573 


Steven . r .williamsQus .pwe.com 
U/06/2008 11 ;23 AH 


To 

Perkins_Rodney_J@cst . com 
cc 

thomas .f ,quinn8us.pwc.cotii, ed.bodnamSus.pwc.coin, michael.t .raurpby0us.pwc.cont 
Subject 

Re: slides for Ed Rapp 


Caterpillar; Confidential Green Retention Category: L21 - 

Contraots/Agreements - Complianco and Support Records 


I'll see if Ton is available at 2p Central. Pis give out best to Boyd. 


There are 3 new slides in the front (beqinng, slide 2-3-4) plus a minor change 
on the Exec Summary (listing ail nine PMo) 


Steve Williams 1 Managing Director l Global Transfer Pricing 
PricewaterhouseCoopara 1 Telephone; *1 703 918 3339 I Mobile: 
Steven. r. will lansSua .pwc. com 



Rod J Perkins <Perkir:8_Rodney_J0cat.com> 
11/06/2000 12:09 PM 

"Reply to All" is Disabled 


To 

Steven R . Williams/US/Ti,S/PwC8Americas~US 
ce 

Thomas F. Quinn/US/TLS/PwceAmericas-OS 
Subject 

Re: slides for Ed Rapp 


Here are my late.st slides, the only difference is I've added some subtitles on 
the Parts page .... entrepreneur, contract marketer, licensor... 


Confidential Treatment Requested by PwC 


PwC_PSi_CAT_00033230 



1194 


You all set. the time. 





Rod Perkins i— 

International Tax Manager {Europe Africa & Middle East) 

Global Tax a Trade, Caterpillar Ino. I ” ~ Redacted by tbe Pcmanent 

200 NS Adams, Peoria Illinois 61629-J230 ^^OmitlitteC Oil lovestisationi 

E-mail: r jperkins8cat . com _ ° 


steven.r.villiaTtis@u3.pwc.com 
21 VO 6 / 2 OO 8 10:13 AM 


To 

Perkins_Rodney_J@cat . cotn 

thomas . f .quinnSus . pve . com 
Subject 

-Re: slides for Ed Rapp 


Caterpillar: Confidential Green Retention Category: L2l - 

Contract.^ /Agreements - Compliance and Support Records 


Our two slides u-lll be ready within half an hour. 

they will be a high level "what is current benefit for CSARL parts and 
machines" and "whet is needed to maintain the )>enefits, what are challenges, 
and how can the benefits be exte.ndad”. 

He'll send them to you, and can you suggest a time that works for you and we 
can discuss. .. .what 's needed to tell a concise story to Ed Repp- 

thanks 

Steve 


Steve Williams I Managing Director I Global Transfer Pricing 

PricewatethouaeCoopers ! Telephone: +1 703 918 3339 I Hobile; 

s t even. r.wllliamsgus.pwc. com 

Rod 3 Perkins <Perkins_Rodney_Jecat . comp 

11/06/2008 10:29 AM 


"Reply to All" Is Disabled 


To 

Steven R. Williams/US/TLS/PwCgArnsricas-US 

Thomas F. Quinn/US/TLS/PwC6A:neriuas-0S 
Subject 

Re; slides for Ed Rapp 


Steve and Tom, 

Per Burritt’s request to better understand how we benefits were created, here 
are a couple slides T've put together to depict how CSARL gets its benefits. 
Keep in mind they have to be really simple. Obviously there will still have 
to be some oral explanation. 


Rod Perkins 

International Tax Manager {Europe Africa a Middle East) 
Global Tax a Trade, Caterpillar Inc. 

100 NE Adams, Peoria Illinois 61629-«230 
E-mail: r jperkinsgeat .com 
Talephone^309^^5^ 93 

Fax: 

Steven . r . wiliiamsSus .pwc. com 

11/06/2003 09:13 AM 
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Perkins_Rodney„J6cat - com 

"Robin D Beran" <Serari_Robj n_b@o;<r. oom>, Csvi r!flss_ John, _pecat. .com, 
ed.bodnainSus .pwo.coro, michael . t . murphy §us-pwc. com, ?oling_David_S|cat . com, 
thomas . f.quinn0us.p-wc.cDm 
Subject 

slides for Ed Sapp 


Caterpillar: Confidential Green Retention Category: L25 - 

Contracts/Agreements - Compliance and Support Records 


the email you i 


. Spin last night i 


Based on your call with Tnm Q last night, we were starting f 
additional high-level slides to .send to you by noon today, 
that in progress already, we'll hold off. 


= Redacted by the Permanent 
Subcommittee on Investigatioiu 


Steve Williams i Managing Director 
Pricewaterhou.seCoopers I Telephone: 
Steven . r . williarasQus .pwc . com 
Rod J Perkins «Perkins_RDdney_jecat 
n/OS/2008 10:0« AM 

"Reply to All" is Disabled 


! Global Transfer Pricing 
+1 703 918 3339 ! Mobile: 


To 

Steven R. Williaras/US/'TLS/PwceAmer icas-OS 
cc 

"Robin D Beran" <Beran_Robin_D0cat.com>, C8vjness_John_P8cat.com/ Ed 
Bodnam/US/TLS/PwCSAmericas-US, Michael T Murphy/OS/TLS/?*iCeRmericas-US, 
Poling_David_S8cat.CDni, Thomas r. Quinn/US/TLS/PwCSAmericas-US 
Subject 

Re: Mew Slides — Pis Confirm Receipt 


Steve, 

At this time, we're working on some very simplified slides that Dave Burrltt 
requested for out meeting with Ed Rapp on Friday. So, any further detailed 
analysis on your part or work on slides should be "pat on hold* unless we 
notify differently. 

Rod Perkins 

International Tan Manager (Europe Africa i Middle East) 

Global Tax £ Trade, Caterpillar Inc. 

100 KE Adams, Peoria Illinois 81629-4230 
E-mail: c jperklns^eat .com 

Steven .r.williomsSua. pwc. eon 
il/'05/'2008 08:31 PM 


To 

"Robin D Beran" <Berafi_Robin_DScaL.com>, Cavine8s_John_P8cat.cofli, 
ed.bodnamSus.pwc.con, Perk ins_Rodnev_uecat. com, Pollng_David_secat.com, 
thomas .f .qulnneus.pwe.com 
cc 

michael .t .rautphySua . pwc.com 
Subject 

New Slides — Pis Confirm Receipt 


Caterpillar: Confidential Green Retention Category: L21 - 

Contracts/Agreement.s - CompliancR and Support Record* 


ending by other means 
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From: CN»Sharad P- Jain/OU^US/OU^RBAS/O^PwC 
To; CN^Jlm Bowers/OU-^US/OU“TLS/O-Pv;C0AJ»ericas-US 
Sent: 05/i3/2008 09:06:14 AM BST 
Subject: Tax presentation 
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2008 CACD and PwC Audit Plan 
Summary 


2008 F’lan 

meets our rpoortinq 
objectives 


Responsibility 


Corporate 

Auditing 


PwC 


Add credibility to financial information by providing 
opinions on 

- Financial Statements 

- Effectiveness of internal controls | 


X 

X 


Perform pre-issuance reviews of quartej'ly financial 
information filed with the SEC 


Provide observations and advice on financial 
reporting, accounting, tax and internal control 
matters i 


Assist the Audit Committee in your governance role 




nfibenUal Trealrnen! Reqiiested by PwC 
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Audit Risk Assessment 
Group Presidents & Enterprise Matrix 


Previous 
Audit Rating 

Timing of 
PrevioiisAudit 



Business Unit Risks 


High 

Impact 
Low 

Z 

Low Audit Focus High 

fkC[miERHOUS^&)P^liS i 

2 




by PwC 
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Audit Risk Assessment 
Enterprise Matrix 

Machinery & Engines 

Management Focus Audit Focus 


Bast'd on discussions 
with Vico Piosidents 
& Executive Office 


Redacted By The 
Permanent Subcommittee 
on Investigations 



1200 



Audit Risk Assessment 
Enterprise Matrix 

Financial Products 

Management Focus Audit Focus 


Bnbod on discussions 
with Vice P»-''sid''Pts 
& Executive Olfiro 


Redacted By The 
Permanent Subcommittee 
on Investigations 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 
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“ Redacted by the Pennanent 
Subcommittee on Investigations 



PwC Audit Scoping 
Focus Locations/Entities 


Aiidilinp Sttindcird 
No. 5 focus 


Level 

Legal Entities Covered 

1 

Significant 

Parent Company 

eSARL Geneva CSARL Gosselies 

eSARL Grenoble CSARL Singapore 

2 

Known Risk 

ss ss 

3 

Leveraging 
Stat Audits 


Other 




PRiOmTEl^ lOUS^PEFS i 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 
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8 issues - HISK 
I ManaaemeriT 


I Redacted By 

I Permanent Subc ommittee on Investigations 

t 


• Tax Risk Guard Rails 

• Global Central Committee review of uncertain tax positions 

• Representatives from Accounting and Tax who consider risk factors: Transactional, 
Operational, Compliance, Financial Reporting, Management and Reputation. 



pRlomT^RliOUs^PERS S 
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Page(s) 

Redacted By The 
Permanent Subcommittee 
on Investigations 
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I 

I 



Transactional • Compliance with the law, regulations and court decisions. 


• Operational • Impact on business operations. 


• Compliance • Tax return preparation, completion and submission. 


• Financial • Tax accounting, financial statements or internal controls. 

Reporting 


• Management • Consistency with corporate tax risk policies. 
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-- Redacted by the PennaneDl 

SnbcommHtet on Invot^aown 


issues - HISK 
ManaqemeriT 




Mitigation 
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Redacted By 

Permanent Subcommittee on Investigations 


CSARL ' Parts Distribution - Management - Reputation - CSARL and Cat Inc. trade parts in a manner that increases the Parts Sales that 
qualify for favorable tax treatment- The complexity of the activity could be cast in an unfavorable fight. To ensure our position is conect we 
worked extensively with outside counsel and accountants on the processes involved. 
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United States 

on-operacionai cash need per year 
• Pension 


S5CK) Million annua! capacity to 
move cash to US w/o additional 


f^Cm/AT£mOUsE&)PEf^ @ 

11 


ssues - uasn bource vs 
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g In Summary - PwC 
I Perspective 

3 

I > Cat's tax risk management processes are robust 

c 

g 

? > Tax matters and related accounting handled by highly 

qualified and committed resources 

> Long standing and trusted PwC relationship 

> Robust communication on complex matters 

> Focus “Linkage” in emerging areas (IFRS, LEO, Statutory) 

> Good documentation!! 



pmaWATEmOUS^PEPS i 
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8/22/2008 2:15 PM 



Value Transformation: An After-tax View 


Prepared jointly by Corporate Tax and Coiporale Accounting Services 

Mary Miller 
Terri Pierpont 
RodPeri^ 

Matt Dobberfiihl 


Cenfidential - RED 
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Confidential - RED 

range effect. Ttie reason for this diff^ence is cunently incurred R&D in many locations 
throughout the world benefits from an immediate tax incentive, either in the form of a tax credit or 
an additional deduction beyond the amount expended. In contrast, the useful life of the rights 
from this inlellecmial property can extend sewral years. Here, the location and manner in which 
the property is utilized are key drivers to a sustainable longer-term effect upon the effective tax 
rate. 

X4= Location of key functions. Location, location, location — die key to business success or 
failure. Indeed, location is also critical to effective tax rate optimization. It begins with critical, 
executive decisions where to biiild production fecilities and which products to source in each of 
those manufacturing plants. In particular, due to expected useful life of such facilities and costs 
associated with changes in sourcing, these decisions can have the greatest, sustainable effect upon 
the enterprise effective tax rate. 

Beyond where and what to produce in a particular country, the locations of the responsible product 
manager are vitally important. The role of such managers is clearly viewed by tax authorities as 
entrepreneurial in nature. Their functions and responsibilities, from product design to commercial 
pricing, fitim S&OP processes to executive production scheduling, significantly impact enterprise 
profits. And, therefore, the specific country where the seat of such management and control exists 
is where residual risk and reward is attributed. 

In summary, each location, whether the administrative headquarters or the site of a shared-service 
provider, whether it is the facility of a contract manufecturer or the base of the principal 
entrepreneur, whether it is where funding of risk occurs or where funds are applied, is entitled to 
its appropriate share of enterprise profits. Wifii disparate tax regimes, the location mix of 
enterprise profit sharing can be quite favorable or unfavor^Ie on an after-tax basis. 

X5= Business measurements. Historically, with limited exceptions, legal entity intercompany 
pricii^ on cross-border transactions (goods, services, royalties, and financing) follow business 
measurement processes. Concepts include commercial entity, currency neutralization, revenue 
recognition, transfer pricing mechanisms, purchased services, design control, product siqjport 


Delivering Vision 2020 

Value Transformation: An After-tax View 


28 
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Coniidentia] - RED 

charges, and market creation fees. Each concept has an associated business measurement 
methodology, producing botii a product line profit cascade ^d a business unit accountable profit. 
Such processes ultimately separate enteiprise profitability between Caterpillar legal entities. 

Where such processes to optimize effective tax rates, exceptions to business measurements 
methods are frequently implemented. For this reason and others, differences between legal entity 
and business measurements continue to grow. Each business measurements exception requires 
special handling and must meet arm’s length intercompany pricing standards. 

Xg “ Highly trained, motivated personnel. Critical to the success of an effective tax rate 
optiinization strategy is having the “right people on the bus.” This includes not only tax advisors, 
but also operational personnel who develop action plans to implement tax optimization strategies 
coincident to operational changes. In addition, it’s imperative to have world-class reporting 
throughout the GF&SSD organization; this includes f^rsonnel charged with financial accounting 
and reporting, plus those responsible for tax accounting and tax compliance. 

X? = Corporate commitment to change. A change to one or more of the above X factors can 
deliver an extraordinary impact upon Caterpillar’s effective tax rate. The pursuit of legislative 
reductions in statutory rates, changing the location of a worldwide product manager, converting an 
witrepreneurial fecility to a subcontractor — all requite a strong corporate commitment to change. 
After-tax benefits of such change cannot be achieved without some pain, in some instances 
relatively minor, in others major. As pros and cons of change are balanced, the challenge remains 
to optimize the effective tax rate, without any sacrifice to business focus. While such changes 
must have “buy-in” at all levels of management corporate commitment from senior management 
is a critical success factor. 

Xg = Corporate risk tolerance. Historically, Caterpillar’s tax optimization strategies have been 
intentionally designed to withstand intense scrutiny by any tax authority, US or non-US. WTiere 
required, complete disclosures are submitted in tax returns as well as SEC filings. Any change 
towards a more aggressive strategy will require additional review for adequacy of tax reserves. 
Also, as risk tolerance increases by pursuit of such strategy, the likelihood of unfavorable publicity 
on die corporate image can occur, whether warranted or not. 


Delivering Vision 2020 

Value Transfonnation: An After-tax View 
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From; Rod J Perkins <Perkins_Rodney_J@cat.com> 

To: Thomas F. Quinn/US/TLS/PwC@Americas-US 
Sent: 12/05/2008 04:22:22 PM 

Subject; Fw; Business Alignment - Product Manager Conference Calls - Global Tax Observations 


fyi 


Rod Perkins 

International Tax Manager {Europe Africa & Middle East) 
Global Tax & Trade. Caterpillar Inc. 

100 NE Adams, Peoria Illinois 61629-4230 
E-mail: riperkins@cat.com 
Telephone: {309) 675-4499 
Mobile: HBIHHB 
Fax; (309) 675-6573 


- Forwarded by Rod J PerWns/OS/Caterpiiiar on 12/05/2008 03:22 PM - 


Rod J Perkins/OS/Caterpillar 
12/04/2008 04:28 PM 


“ Redacted by the Permanent 
Sobcommittee on invesHgattons 


To 

Steve M. Ferguson/OA/Caterpiltar, Michael A. Carr/OC/Calerpiilar. Steven L. 
Guse/OZ/Caterpillar, Mark A. Thompson/OB/Caterpillar 
cc 

Robin D Beran/OS/Caterpillar@Caterpillar, John P. 
Caviness/OA/Caterpiilar@Caterpiliar, Dave B. 

Burritt/OG/Catfirpillar@Caterpillar, Bradley M. 

Halverson/OC/Caterpitlar@Caterpil!ar, Kenneth J. 
Templ!n/1D/Caterpi!lar@Caterpillar, Giles A. 

Parsons/1 B/Caterpillar@Caterpll!ar, Sally A Stiles/OS/Catefpiliar@Caterpillar 
Subject 

Business Alignment - Product Manager Conference Calls - Global Tax Observations 


Caterpillar Confldentlai Green Retain Until; 01/03/2009 
Retention Category: L21 - Contracts/Agreements - Compliance and Support 
Records 


Regarding our recent conference calls with the product managers and you. the 
following are some of our observations. 

Relative to CSARL benefits, they are dependent upon two key criteria: 

Deferral from UStaxation (worldwide product manager in Geneva clearly achieves 
tnis; regional product manager In Geneva mignt). This requires that CSARL be 
viewed as the manufacturer, which is accomplished by ’substantial contribution" 
to the manufacturing activity by Geneva-based employees [rtine factors under the 
IRS regs]. 

Maximizing residual entrepreneurial profits (only worldwide product manager in 
Geneva with||||||||||||||||||BIB achieves this; entrepreneurial substance In 
Geneva). After realignment, benefits for both machine and parts are at risk 
unless there's sufficient entrepreneurial substance in Geneva (worldwide 
product managers, not regional product managers, achieve this). 


Relative to the calls themselves— 

Design, manufacture, sell — key elements of entrepreneurship — it's difficult 


PwC_PSI_CAT_00060748 
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to make a case flie regional product mgr is a regional entrepreneur for (he 
entire supply chain of profits when this position for example has no decision 
rights on design, acts in an advisor role on pricing changes, and relies on the 
industry manager to handle sales execution 

Even if we couid get to flie point the regional product manager is the regional 
entrepreneur — p 

Regional entrepreneurial profits in 2008 for Belgium and France are LOSSES ■ » Redacted by the Permanent 

{residual losses in CSARL at low tax rates hurte the enterprise effective tax Snbcoinmittee on Invstigations 

rate} * . 

Regional entrepreneurship doesnl create worldwide entrepreneurship for 
parts—PARAMOUNT IMPORTANCE 

CSARL is not regional; with its Singapore branch, plus CNAMCV and CAMCV which 
are treated as branches for US tax purposes, CSARL is primarily ROW outside the 
US & Japan 

it fails to support tile objective of iowering the enterprise effective tax rate 
Regional produrt manager is inconsistent with white paper alignment principle 
where tiie worldwide product manager's role has been '’reinwgorated" as ttie 
worldwide entrepreneur 

Establishment of regional product managers as regional entrepreneur, in some 
cases in more tiian one region, would significantly dimini^ the wortdwide 
entrepreneurehip of tiie worldwide product manager 
Another inconsistency is tiiat the role of regional managers is different across 
product groups and/or regions, and vis-a-vis emerging market regional product 
managers (who appear to have greater autonomy) 

Under GPNP the likelihood that a regional product manager will move appears 
greater than a worldwide product mgr; such moves shift income to another 
country, requiring accounting system changes, changes in royalties, potential 
taxes from ti^nsferring intangibles 

Current language in examples of proposed US regulations steles: where 
substantial operational responsibilities and decision making regularly 
exercised by domestic parent employees[Worldwide Product Mgrs employed by Cat 
Inc in the US], who are directing the activities of a principal's employees 
[regional product managers in CSARL], the principal [CSARL] does not meet the 
manufacturing exception [immediate US taxation of CSARL profits, including 
those arising from parts], ...depending upon final language when regs released, 
could be PARAMOUNT IMPORTANCE 

Absence of any woridwide product manager in Geneva and relocation of some 
regional managers have significantiy weakened existing substance. 


Finally, let us know when a draft of a white paper on the roles and 
responsibilities of the regional product manager is completed. The review of 
that document was agreed as to the next step In this process. 

Thanks, 


Rod Perkins 

International Tax Manager (Europe Africa & Middle East) 
Global Tax & Trade. Caterpillar Inc, 

100 NE Adams, Peoria Illinois 616294230 
E-maii: riperkins@cat.com 
Telephone: (309) 675-4499 
Mobile; ’IBHIIIHIIIIIH 
Fax: (309) 675-6573 
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Inventory Tracking and Accounting Systems 


Purchased Finished Paris: Present 



Product Invoicing 
Markeu'ng Service Fees 

->■ (I) Purchasing & ManagingPansPees. (2>Salesl-e* for U,S. Title Transfen 
~ Bonier 







1221 


I Inventory IVacklng and Accounting Systems 

I > ITAS (Commingled Inventory): physically commingled but discrete ownership of US- 
a sitused inventory. 


' > The physical inventory commingled into a single inventory stock, as long as the 

* information systems (ie-ITAS) supporting the financial inventory records can confirm the 

ownership of that inventory stock belonging to CSARL and Cat Inc. 

> Separate inventory ownership records for Cat Inc, and CSARL must be 
available at any point in time . 


> ITAS must not inadvertently represent the Commingled Inventory arrangement as a 
partnership / joint tenancy between CSARL and Cat Inc., or intercompany transactions 
as a sale or loan between CSARL and Cat Inc. 


> Facilitates accurate characterization of unrelated-to-unrelated title flow. 


I > SAP Impact? 

*T3 


's 
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rrcra: CN"Steven R. Mi iliams ^00'=U3/OU"TLS/0=PwC 

To; CN-Christopher E D-jnn /OlJ-US/OO-Tl.S/O^PwCgAniQricas-'JS 

Sent: Cl/26/2006 10:17;:0 AM EST 

CC: CN=Natalia Pryhoda/0U=US /OU=n.S/C=PwCgAmericas-aS 
Subject: Re; Fw: CSARu royalty rate 


This docureen* was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


this is good. I'll raake a couple of changes and then will send it. Thank you. 
How many companie.s are in t.he .sample? and bow raany constitute the current TO 


This year, we really ought to think about a better way to distinguish the 
samples for the "aggregate" business from the "licensed* business. Right now 
it's the saras set, juar. r.hav the ,Tggregar.e is adjusted for asset intensity. 


aggregage (adjusted) ■ 
licensed (unadjusted! 1 


i the data points. {as expected) but byB 




Stove Williams 
Transfer Pr.icinq 
PrlcewacerhouseCoopera 
'Ma.’ihi.ngton, BC 
T9l l-202-^l«-l<58 
e-Fax 1-813-2H1'6601 


Christooher E Dunn/US/TLS/PwC 
01/25/2006 08:34 PM 
(312) 298-2424 
Chicago 


» Redacted by the Permanent 
Subcommittee on Investigations 


■To 

Steven S. Williams/US/TLS/PwC0Americas-ys 


Natalia Pryhoda/US/TLS/PwCSAmericas-US 
Subject 

Ra ! Fw! eSARL royalty rate 


Steve, 

To address Tom's suggestions regarding audit risks for C3AR1 we have estimated 
the ■ following: 

1. In 2005 eSARL is estimated to have earned an Operat.ing Margin for 

it's aggreoate^^uj^ness . The 2001-2005 median Operating Margin o^comp^abie 
companies As shown in the chart, below, if CSARl's aggregated 

bissiness adjusted to the median this would result in ah estimated 

S246 million in additional taxab.le Income in the US. At a 40% tax cate 
(assuming no Swiss tax recluct. Ion) this adjustment would amount to additional 
taxes of'sss million. 

W imilarly, in 2005 CSARL is estimated to have earned an Operating Margin of 
for it's licensed The 2001-2005 median Operating Margin of 

rabls companies was Tf OSARl's licensed business profits were 

adjusted to the median result in an estimated S290 million in 

additional taxable income in the U5. At a 40% tax rate this adjustment would 
amount to additions! taxes of S116 niilion. 


3. To assess the likelihood of CSARL's aggregated and licensed business' 
profitability being found to be outside of the arm’s length range we analyzed 
the change in the comparable upper quartile that would occur if the most 
profitable uonipanies were rejeuted as comparables. As shown below, the 
ce.jestion of one comparable company would move CSARL's 2001*2005 licensed 
business Ol/Saies above the interquartile range, while the rejestien of three 
comparable coripanie.s would move CSART.’.s 2001-2005 aggregated business OT/Sale.s 
above the interquartile range. 


ifocmatioti I can provide regarding 
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For reference, the file containing the Cables presented above ia attached: 
[attachment "License Fee Bisk Analysis l-25-06.xls* deleted by Steven R. 
Wllliarns/OS/7LS/PwC3 


Chris Dunn I Transfer Pricing i PricewaterbouseCoopers j (: 312.298.2424 ! *: 
Christopher . e . dunnSus .pwc . com 


Steven R. Hill iams/US/TLS/PwC 
01/24/2006 03:20 PM 
Local: +1-2Q2-414-145B 
Inti: e-fax *1-813-261-6601 
Washington, DC 


Natalia Pryhoda/CS/TLS/PwC«Americas-US, Christopher E 
Dunn/us /TLS/PwC8Americas-US 


Fw: CSARL royalty rate 


is this something you can spend max 4 hours on before Friday? TQ says it is 
part of tax provision. 


Steve William."! 

Transfer Pricing 
PticBwatsrhousGCoopers 
Washington. DC 
Tel 1-202-414-1458 
^rFax 1-813-281-6601 

Forwarded by Steven R. Williaras/US/TLS/PwC on 01/24/2006 04:19 PM 

Thomas T. Qulnn/US/TLS/PwC 
01/24/2006 04:01 PH 
312-298-2733 

One North Wacker Drive Chicago IL 60606 
US ' 1 

To 

; -Steven R. Hllliams/US/TLS/PwC 


' Sub;)ect 

Re: CSARL royalty rate 

This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


Definitely tax provision. We have a code, as dees Mark. Key is for a 
reasonable amount of tine - we are just "reviewing" with a high level of 
materiality, not creating. 

- Tom 


Steven R. Williams/US/TLS/PwC 
01/24/2006 02:52 PM 
Local: *1-202-414-1458 
Inti: e-fax +1-S13-2S1-6601 
Washington, DC 
US 


To 

Thomas F. Quinn/US/TLS/PwC0Arnericas-’JS 


, Subject 

, Re.: CSARL royalty rate 

given our- new budgetary -realities,- is-this-.something that. .Nli..o.T..Rod.P. is_asklng 
us, to do, or is it part of PwC'i due diligence with regard to the tax 
provision? 


PwC_PSI_CAT_001 32906 
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Steve 


Steve Milliems 

Pricewaterh ouseCoopers 
Washington, DC 
Tel 1'202-414-1458 
e-Fax 1-813-2S1-6601 


Thomas F. Quinn/US/TLS/PvfC 
01/24/2006 03:46 PM 
312-298'2733 

One North Kacker Drive Chicago IL 60606 
US : 


• To 

Steven R. Killiaras/US/7LS/PwC 

Gairy St6r!e/0S/Tr.S/PwCSArae'ricai-!JS, Tim'Bowers/DS/TESA'WceTaiefi-cas-DS, Hark 
Dalbey/CS/TLS/pwCgAmericas-US, Natalia Pryhoda/US/TLS/PKCgAiaericas-OS 
Subject 

' Rs: CSARL royalty rate 


This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


"If/when we receive that analysis from Dave Poling, we'll confimi to Hark that 
the 7% would yield a result near the median, and therefore, if they had used 
7%, it would likely Not be subject to any additional adjustment by IRS." 

ftgree. 5\Jt, isn't the median only an i.ssoe if there is a result outside of the 
range? We need to assess the risk that there would be a result outside the 
range. This could occur from two (at least} situations: 

1. . The range is "different" 

2. The operating income is "different" 


Steven R. Williems/US/TLS/PwC 
01/24/2006 10:54 AM 
Local: +1-202-414-1458 
Intlj. e-fax *1-81.3-281-6601 
Washington, DC 
US ■, '■ 

■ -.To 

Thoraaa F. Quinn/US/TLS/PwC 

Garry Stone/US/TLS/PwC0Americas--US, Jim Sewers/OS/TLS/PwCgAmericas-US, Mark 
DBlbey/US/TLS/PwC8Araericaa-US, Natalia Pryhoda/U5/TLS/PwC§ATi.ericas-US 
•„ , .Subject 

Re; CSARL royalty rate 


I guess you’re (Ton) catching up on your emails. 

He discussed yesterday with Mark. 

1. We are providing Hark with our judgment as of Q4 2005 that the existing 4% 
royalty gives a reasonable filing position for 2005 (excerpts from out Royalty 
bGnchinar](ing analysis) 

2. Mark la reguesting from Dave Poling their analysis of why they use ?% for 
thelz provision, We believe (based on discussions in prior years), that they 
use 7% since it puts CSARL' s results closer to the median of the range (rather 
than the upper guactile) . If/when we receive that analysis from Dave Poling, 
we'll confirm to Mark that the 7* would yield a result near the median, and 
therefore, if they had used 7t, it would likely Not be subject to any 
additional adjustment by IRS. 

I’ll suggest Natalia and Chris Dunn work on your other three ideas below (the 
S Risk questions) . 

A.B to the 5 effect of different royalty rates, and % profit splits, I recall 
chat chart also, but It would probably be easier for Katalia/Chris to ra-croate 
that 'Chart- than -for -mG to - find -it, • -Plus- we need to- do -it -on new...data, .not eld 
data, anyway. 

— Steve 
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Steve Wiiliarns 


PricewaterhoiJseCoope) 
Washington, DC 
Tel 1-202-414-1458 
e-Fax 1-813-281-6601 


Thomas F. Quinn/US/TLS/PwC 
01/24/2006 11:42 AH 
312-298-2733 

One North Wacker Drive Chicago XL 6D606 
US 


Steven R. Williams/US/TLS/PwC 


Garry Stone/US/TLS/PwCSAmericas-US, Jim Bowers/US/TLS/PuCgAmericas-OS, Mark 
Dalbey/US/TLS/PwCeAinericas-US, Natalia Pryhoda/US/TLS/PwCeAmericas-US 
Subject 

Re: CSARL royalty rate 

This document was not intended or written to be used, and it cannot be used, 
for the purpose of avoiding U.S. federal, state or local tax penalties. 


Steve, 

Step one for Hark is to request an analysis from Cat of the appropriateness of 
the 71 actual rate for us to test. Theory Is that we are supposed to audit 
their work and judgement. 

A couple of areas of reasonableness testing that you could assist in that would 
be helpful to assess risk areas: 

1. S Risk resulting from an actual operating result being measured by the IBS 
as outside the range being adjusted to the median. 

2. S Bisk associated with the comparables set. An analysis of the comparables 
creating the range and an understanding of whether a change in the 
accept/reject could cause a swing in the range. 

3. S Risk resulting from rejection of the aggregation theory. Disagregated 
royalty rate would be x% 

I .remember (or am hallucinating about) a chart that you prepared for Robin a 
couple of years ago that analyzed the result of royalty rates from 4% to 9% 
which showed the dollar amounts associated with each percentage point change as 
well as the resulting profit splits. Do you recall? 

- Tom 


Steven R. »llliaras/US/TLS/PwC 
01/23/2006 02:42 PH 
Local: ->•1-202-414-1458 
Inti! e-fax +1-81.3-281-6601 
Haahington, DC 
US' 

To 

Mark Dalbey/US/TLS/PwCBAraericas-US 

Jim Bowers/US/TLS/PwC8Amerlcas-US, Garry StO!ie/OS/Tl,S/?wC0Anericas-OS, Hatalia 
Pryhoda/US/TLS/PwCfiAnericas-US, Thomas F. Ouinn/US/TLS/PwCeAmericas-OS 
- Subject 

Re: CSARL royalty rate 


T have not seen, or prepared myself, any explanation of the 7% rate they use in 
their provision. One may exist, I just haven't seen It. 

(the actual rate was 4% in 2005, as I'm sure you know). We did a lot of work 
in C4 2005, to decide whether the 43 needed to be raised in 2085. He 
recommended not to change it in 2005, but to raise it to 54 beginning in 200fi. 
We are putting together documentation now to support the sliding scale 
provision from 2006-2010. 

Based- on -year end- numbers -of CSARL, - we- car, easily prepare .a. .7B_analy.siSTT _l..e.. 
demonstrate that at 74, CSARL's profitability is sufficiently lower (than 
actual) that the risk of an IRS adjustment beyond 7% is small. Is that what 
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Steve Williams 
Transfec Pricing 
PricewaterliouseCDopers 
Washington, DC 
Tel 1-202-41^-1^56 
e-FsK 1-813-201-6601 


Mark Daibey/US/TLS/PwC 
01/23/2006 03:32 PM 

phone (309) 6B0-3214 fax (812) 393-2834 
Peoria, IL 


To 

Steven B. Williaras/aS/TiS/PwCgAmericas-OS 

' Jim ' Bobber s/US/TLS/pwceAWericas-US 
Subject 

Rer CSABL royalty rate 


Steve : 

We are stterapting to acquire, for our Caterpillar audit/tax workpapers, support 
for the CSAHL royalty rate of for the booking of the tax provision. Mould 
you have any spreadsheets, powerpoinc presentations, or other support available 
to provide us which we could attach ir. our workpapers? 
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Summary of Issues 


> In the past, CSARL’s "bundled royaj^’^of 4% was supported 
by CPM, Profit Split and CUT methods 


> Increasing profjtabiUtyp^^fes§ure on aim’s length 
conclusion in po|t:=^^3^cumeotation . 


> Current “bundled'^royalty” agreement expires on 12/31/2005 

i/oOQ ~ O'i <0 

> Need a4wgber royalty rate starting^OS?^ 









t/ 
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Page(s) 
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on Investigations 
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Caterpillar Inc. 

Caterpillar SARL 2006-2010 Royalty Rate 

Executive Summary 


December 6, 2005 
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Licensed Business Profitability 2001-2005 and Future Projections 



Projections based on baseline scenario (no increase in profit vis a vis conparables) - extending normalized 2005 results through 2010 


CONHDENTIALRED 
Draft - For Discussion Only 
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Summary of Issues 

> Historical Cycle 2001 - 2005 

> CSARL’s “bundled royalty” of 4% was supported by CPM, Profit Split and CUT methods 

> Aided by low profits in early years 

> Increasing CSARL profitability in recent years (’04 & ’05 single years above arm’s length range) 

> Current “bundled royalty” agreement expires on 12/31/2005 

> Need a higher royalty rate starting 2006. At what rate? 

> Next Cycle 2006-2010 

> 4% rate not sustainable post- 2005 (licensed business avg. profits above comparables’ range) 

> Aggregate results (distribution + licensed) appear in range but still need to defend licensed 
business results 

> Need to increase royalty to 5 % or 6% 

> Royalty should allow flexibility for expansion or downturn 

> Expand royalty base to allow gradual increase in the royalty rate 


CONnDENTlAL RED 
Draft - For Discussion Only 


3 


Recommendations - Beginning 2006 


> Expand royalty base to include sales back to Cat Inc. - consistent with 
“bundling” theory and allows for more gradual increase in royalty rate 

> Recommend step royalty based on CSARL Licensed Business annual sales 

Royalty * If Sales are 

4% less than $6.5 Billion ( 9 % decline vs ’05 sales) 

5 % between $6.5 and $9,0 Billion 
6% above $9.0 Billion (26% growth vs ’05 sales) 

* Royalty rate applies to all sales, not incremental sales 

> 5% projected rate in 2006-2008, 6% projected for 2009-2010 


CONFIDENTIAL RED 
Draft - For Discussion Only 
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Caierpillar hic. 

Summary Mtering Nates 
Geneva, March 7-9, 2005 


iUdacted by the Permanent 
Snbeommittee on laveetigatfoos 


REVISED DRAFT 


License Fees and CSARL Historical Territory Expansion 

16. Cal Inc. pays a small license fee to CSARL under Class C - will increase in 2006 higher CSARL 
operating profit in 2006 


17. Actual license fee not at 4% of licensed business sales in 2004 (actual license fee was at 3.0% of net 
sales, or 3.4% accounting forfHBretroactiye adj.) 



20. CSARL “bought” Asian and Australian businesses and has profits associated with those - Cat Inc. does not 


“deserve” additional remuneration, but eutided to bundled royalty (TQ) 

21. “Library card” concept - royalty for “ability” to buy/sell profitable parts 

22. Businesses in addition to parts transferred to CSARL with CofA restructuring 

23. Current 4% royalty based on “weighted average” of 15% parts royalty and 3% machines royalty, however, 
CSARL added parts teiritories over last few years (only Class C machines to partially offset) 

24. Adding new parts territories should have warranted a review of royalty rate? 

25. In 2005, no territory changes, but Cal Brasil restructuring (higher Subpart F income to Cat Inc.) 

26. Commensurate with income overrides agreement from US perspective - what from Swiss perspective? 

Possible Options 

27. Possible options to address high CSARL profitability through royalty change or adjustment; 

o Increase royalty in 2005 (before agreement expires on I/1/2(X)6) 

■ Amend current agi-ecment (difficult to justify) 

■ Terminate agreement and aeate new agreement (easier to justify; better “optics” undCT audit, 
what term?) 

o Make a compensating adjustment (how would Swiss authorities react?) 

28. Need to investigate why CSARL’s profits increased - and change compensation for specific high profit 
generating elements? (PdP) 

29. Need to re-consider royalty on parts - if Cat Inc.’s contribution to parts business is small; what IP embedded 
in parts - dealer/maiketing, logistics, some technology (PdP) 

Recommendations : 

1. Need a new agreement effective 1/1/2005 for a number of years 

2. Need to develop methodology for new royalty rate calculation (old methodology used 15%/3% royalty on 
parts and prime product royalty, respectively; new methodology may be based on profit split) 

3. Need to calculate new royalty rate 

4. Check CSARL FY2005 Q1 results in the end of March to gauge FY2005 profitability 

5. Check if CSARL 2004 results include FGW adjustment 

6. Analyze relationship between CSARL volume and profits 

7 . 


19 
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. Hatch 

P" 11/06/98 10:19 AM 

To: Charies Larson/TAUPrice Waterhouse 

cc: Steven R. WlDlams/TAL/Price Waterhouse 

Subject' CAT and COSA 

1 file attached 

Dear Chuck, 

I wanted to bring you up to d^e bh the work tVe been doing regarding Cafs dealer network intangibles. 
Attac^ied is a draft that tries to address the issue, but fte major points are made below: 

1 . To recap, the primary issue is trying to attribute s«ne of the high profits earned by CAT to COSA. To 
do so, we want to Identify COSA’s establishment and m^ntenence of the dealer network as a source of 
intangible value. 

2. The high profit margins earned by CAT are in providing replacement parts for CAT machinery, while 
they earn only normal profits on machines. Though we inWally discussed treating the parts market as a 
separate market, t think doing so may unnecessanTy complicate the story. CAT undoubtedly faces very 
little competition in providing replacement parts for its own machines, but this is not a sufficient condition 
for earning high margins on parts. If more or better con^trtlon existed in the machinery market from 
competitors who produced replacement parts for their own machines, this would undoubtedly erode the 
high profits CAT earns on parts. The high profit marges indicate market p^rerJjuUheyJndicate this 
power In the market for machines and subsequent r^acement parts as i( ^iTi^ed goo^ 

3. In addition to the Issues Identified in Item 2 above, if we were to deal with the parts market in Isolation, 
we would then have to quantify the contribution of the "field population" to the high profits earned on parts, 
and then decide how this should be divided between CAT and COSA according to tiieir contributions to 
machine sales. (This whole issue can be avoided if we say that the relative contributions of COSA are the 
same in both parts and machinas.) I Identify reasons for Cafs market power in providing parts for its own 
machinery, but again, i do not think this is the major point 

4. What cutomers in this market are most concerned vinth is a obtaining a^ow of macHInerv service4 the 
cost of which depends upon the price of the madilne, the price of subsequent replacement parts, the 
reliability of the machine, and the Intensify of usage by the customer. CAT can achieve high profits in this 
market in three basic ways: the value of Uielr trade name, product design and relaibiilty advantages held 
by CAT, and cost advantages held by CAT over th^r cwnpetitors. 

(The value of the trade name is obviously going to be finked to the product design and reliability.) 

5. Product design advantages (ease of use, versatility, comfort, appearance, and reliabnify) would 
traditionally be considered an intangible owned the manufacturer CAT. However. CAT makes the point 
that they rely heavily upon COSA to gain customer feedback through the dealer network. This contributes 
not only to improving the design of machines meant for certain applications, but also helps CAT to identify 
new, potentially profitable, products. The nuts and bolts advantages undoubtedly are ettributable to CAT, 
but broader design ideas are less clearty allocated. 

6. Traditional cost advantages can stem from COSA being aWe to deliver parts more cheaply and in a 
more timely manner than competitors, as weH as from CAT being able to produce at lower costs. CAT 
says that it is much better than its competitors in keeping the field population of machines running with 
timely replacement of parts. It does not appear that CAT considers itself to be a lower cost manufacturer 
than its competitors. 
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7. A nwvtradittonal cost advantage that exists for CAT may stem from Its very smooth relationship with 
its dealers. The choice of methods to distribute product can vary across firms, and may greatly influence 
profitability. At one extreme, the manufacturer can gain complete control ova- dealers via vertical 
integration; at the other exfreme, they may do nothing to control the efforts and pricing decisions of 
independent dealers. The trick Is to achieve the most profitable trade-off between control and providirig 
the proper profit Incentives to dealers. COSA, thrwgh toe establishment of these dealer relationships, 
can influence profltabBty in either dir^tion. COSA, In comparison to competing firms, may be able to get 
the same level of effort from its dealers while they themselves expend less effort (i.e. bargabilng and 
disputes). COSA may also achieve the same share of profits earned by the vertical sfructure (the profits 
to be split between the dealers and CAT). In addition, COSA, again in romparison to competing firms, 
may secure an equal or greater share of toe profits to be split within their dealer relationships. 

8. The marketing literature talks about "partnering relationships’ es a highly profitable 
manufacturer-dealer relationship. CATs description of Its own dealer network relationships matches up 
closely with toe characteristics of partnering r6laUonshfr>s identified in the literature. This literature makes 
it dear that this type of relationship cannot be established overnight, implying that competitor's who see 
toe superiority of CATs dealer relationship cannot singly switch their own to be similar. Just as past 
research efforts may have yieided patents that (ronlrtbute to value today by preduding competitors from 
use of tiiat knowledge, past tovestments in establishtog toe "partnering relationship" can yield abnormai 
profits Into toe future, as competitors need time to estabii^ a similar relationship. The fact toat toe 
knowledge of what constitutes a “partnering relationdiip" is not proprietary to CAT makes no difference - 
toey may heve been (and appear to be) toe only firm in toeir Indus^ able to recognize toe value of these 
relationships in toe past 

9. Quantifying the contribution of a "partnering relationship" Is, however, a much less straightforward task. 
I haven't been aWe to find any study toat tries to do so systematically for a large set of companles.'nor do I 
believe that such a study is possible. The important^ of toe dealer relationship, and the dioice among 
various ways to work vwto dealers, varies according to toe type of product, making this type of study 
unlikely. 

1 0. To sum up, we can provide very convincing stories for toe ergument that COSA should retain some 
share of toe high profits, but actually quantifying their share may be difficult to do with any precision. 



Caterpill 

Regards. 

John 
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1. Caterpillar - Assessing the Contribadon of the Dealer Network to Abnormal 

Profits 


A. Introduction 

Caterpillar Inc. (“Cat”) sells botii machinery and machinery parts to its affiliate COSA, 
located in Geneva, Switzerland. COSA has established and maintained relationships with 
independent dealers throughout Europe, buy Cat products from COSA, and resell 
them to final customers. 

In determining the appropriate transfer prices for sales of product fiom Gat to COSA, it is 
necessary to determine the contributions of each entity to ^cess profits earned on certain [ . 

product lines. In particular, the vertical structure (CAT and COSA) earns abnormally~| ^ 

high margins on their sales of parts, while earning only ^Mn^ margins on machinCT^ , ^ 
sales. 

Our firet task is to account for the possible sources M^TmoB^ 'eamed^b^ tt'7 

the vertical structure. Since we observe fliese high profit margins on the sale of parts 
rather than machinery, one ^proach would explore the reasons CAT might have market 
pQ ffer wi thin the parts market To die extent that we can determine the relative 
contributions to profits stemming fiom manufacturing and design intangibles owned by 
CAT, versus the dealer network intangibles owned by COSA, we can detennine die 
appropriate transfer prices fiom CAT to COSA. 

Though it would seem ^propriate to concentrate upon the market for replacement parts 
only, this could make the analysis more cumbcirsoi ne. because one major determinant of 
demand for CAT parts is the size of the ©dsting p^ulatioi^ f CAT machinery. 

Since machinery and replacement parts are obvious complementary goods, CAT is no 
doubt aware of the interdependency of demand that exists between the two, and prices for 
machinery and parts will reflect this awareness. This implies that some portion of the 
high profits earned on parts sales must be attributed to CAT and COSA purposely setting 
low machinery prices (and hence low profit margins on machinery sales). 

If we choose to concentrate upon the parts market, we need to apportion some share of 
the profits from parts sales to the field population. This may be impossible to do. There 
are two ways to circtunvent this problem. We can assume that the contributions made by 
intangibles owned by COSA are equal in botii the parts and machines maricets. In this 
case, we would divide the profits stemming fix>m the field population between COSA and 
CAT in the same proportions that we’d divide the remainder of those profits. This makes 
quantifying that field population share irrelevant* 


' In using diis approach, it is important to note diat COSA sells 1>otb machines and parts. If COSA sold 
only the parts (machines), and anodier European distnbutor sold the machines (parts), then it would be 
nectary to estimate the share of profits attributable to die field population. Odierwise, the transf^ prices 
would not provide die machine distributor an arm’s lengdi letum. 
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Alternatively, we can avoid flie field population issue by viewing the machinery and 
subs^ent parts purchases as a composite good The question of attributing part of the 
high margin stemming fiom parts to the low margin the company is willing to accept for 
machinery is thoi immaterial. There is an excess profit, and the only question is how to 
attribute it to the different factors that account for it This approach requires us to look at 
the contributions of COSA and CAT to the entire busing rather than trying to 
determine their contributions to a particular product line. 

Section B gives a more detailed analysis of the market conditions feced by CAT. We 
give an eiq>!anation of their profit results in that section as well. The aniysis should 
make clear the. difficulties faced in trying to qiantify a share of profits from parts sales 
attributable to the field populatioa 

Section C presents the two alternative approaches to the problem discussed above. Each 
method rids us of tiie need to quantify &e field population contribution to iw)fits. The 
first approach concentrates entirely upon the parts market, and attempts to outline the 
possible ways tiiat the manufacturing and distribution intangibles can accoimt for the high 
profit margins. The s^nd approach examine the markets for machinery and parts as 
one market. We outline the possible contributions of CAT and COSA intangibles to tiiis 
market as well. 


B. Explaining the Difference in Margin for Parts and Machinery 

An understanding of the economics behind CAT and COSA’s profit margin resulte will 
be helpful in ascertaining the appropriate transfer prices. We start with two basic facts 
that we are trying to explain: the two entities earn high margins on part sales, while only 
normal margins are earned on machinery sales. 

The fact that CAT earns high margins on either product line suggests that they have some 
market power, which allows a firm to earn abnormal returns within a market. The 
ultimate goal of this analysis is to figure out COSA’s contribution to that maricet power, 
but for now we simply seek to explain how CAT utilujcs its market power through its 
pricing of machines and parts. 

Though CAT and COSA price replacement parts well above costs (giving them their high 
margins), we cannot ignore the interdq)en<fcnce of demand that exists between CAT 
machinery and CAT replacement parts. The machinery and its replacement parts are 
complementary goods: if the price of one rises, flie demand for the other will fall. This 
implies that there may be a strategic reason for CAT and COSA to charge low prices for 
machinery (relative to production costs). 

Consumers in the market for CAT machinery are not myopic - they view their machinery 
purchase as an investment. That investm^t requires an immediate cost for the machine 
itself, as well as costs down the line for repl^ement parts. If 1 am considering a purchase 
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of a machine sold by both CAT and its competitor Komatsu, I will be concerned not only 
with the machine prices, but also with replacement part costs. I can gauge my expected 
usage, and therefore my expected future r^lacement part costs, and make the ^)propriate 
decision based upon cUfferences in the |Hices set by CAT and Komatsu, and known 
differences in the durability of their machines. 


It is more proper to view the two products offered by CAT, machinery and replacement 
parts, as one good, precisely because this is how consumers view them. The abnormally 
hi^ profits earned on parte are more properly viewed as profits earned on the joint good. 
Any abnormal profits earned are a result of scMne market power for the joint good, '-•i 




This discussion suggests that it is the joint price faced by a consumer dial mattes. Given 
this, what expl ains the choice of a low price for machinery and a subsequent high price 
for the parte? The answer lies in the fact diat CAT is trying to attract customers who 
differ in die planned intensity of use for die machines that they purchase. The need for 
rqjiacement parts in the future is a function of die intensity of use, and the conditions of 
use, for a particular customer. This implies that the cost of the investment in the new 
equipment depends not only upon die prices of the machine and its replacement parts, but 
also upon the planned usage of the customer. We can sec why CAT would choose their 
current pricing policy with a simple exan^le. Assume that diere are only two types of 
customers: low-use and high-use. Low-use customers will have much fewer replacement 
costs in the future than high-use customers. Therefore, in comparison to high use 
consumers, low-use demand will be more sensitive to increases in the price of the 
machinery than to increases in the price of replacement parts, since the madiinery price 
represents a comparatively larger percentage of their total price. By keeping the 
machinery price low, CAT does not lose diese low use customers. 


When we view the machine and replacement parts offered by CAT as one package, it 
makes no sense to distinguish the relative contribution to excess profits made by the sales 
of machines. Any attempt to do so would be arbitrary. In our analysis, we should try to 
avoid having to r^e this type of estimation.^ 


^ 1 can conceptualize only one way to be able to this accurately, but I do not think that it is possible ^ven 
CAT’s market position. Nevertheless, I will describe how one could proceed 

Assume that CAT faces competitioD in the parts market for one geographical region that requires 
them to price competitively, and earn only nonnai nzargins on parts sales. Then, any market power that 
they can exert will be only present in the machine market In diis case, they wiH raise die price of machines 
in that market in order to cam some excess profits (diey are williog to lose low demand consumers since 
dieir only chance to make high margins is in their machine sales). By con^aring profits in diis 
geograpUcal market to fiiose in a market for which they face no competitioD in parts, we can get the 
percentage of profits that could justifiably be attributed to machinery. Here, we say that die appropriate 
margin to be earned on machine sales is what could be earned by machine sales if this were the only source 
of market power for the firm. 
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C. The Alternative Approaches 

L The Market for Replacement Parts 

a. Avoiding The Field Population Issue 

We only need to worry about the interd^endence of the margins on parts and machines 
if these two product lines get unequal contributions to value fiom the dealer ne^ork 
intangibles (and, consequently, from design intangibles). If the distribution network is 
much more important in sales of parts than it is fiw sales of machineSvthen it is necess^ 
to assess the importance of the field population to those high margins. That portion 
should be split between COSA and CAT in a manner that gives COSA a smaller 
proportion thm they will earn for the remainder of those residual profits. 

To illustrate this, suppose there are $100 million in excess profits on salra of parts, and 
that we determine $50 million of this is due to the field populatiorL COSA’s sh^ of tiiis 
$50 million depends upon its relative contribution to machinery sales. Suppose that we 
determine that 33% of friis $50 million is properly attributed to the deder network 
intangible, giving them $16.7 million. The remaining $50 million in excess profits fiom 
parts sales is divided up according to the relative contributions of COSA and CAT to 
parts sales. If COSA’s role in parts sales is relatively more important than its role in 
machinery sales, it will get more than a third of this $50 million. 

Alternatively, if the contribution of COSA to each business segment is the same, then we 
don’t have to deal with this issue at all. We make the assumption that this is the case. By 
doing so, we can concentrate exclusively on the parts market to try to ascatain the 
comparative importance of COSA and CAT. If we were to do otherwise, we have two 
more tasks: identifying the value of the field population, and determining the proper split 
of that between the companies. Alternatively, we’d have to look at tire total package, 
viewing parts and machinery as a composite good, and determine the overall contribution 
of each entity to the excess profits generated in the aggregate. 


b. Sources of Value in the Parts Market 

Ignoring the field population issue, how can we account for the high profit margins 
earned on parts sales? These high margins suggest that the firm does not ^e aggressive 
competition in the market for replacement parts for CAT vehicles. We can attribute the 
excess profits to this fact, but then the task becomes explaining why competitors can not 
reduce the Tnar gigs_e arned b y CAT. T he answer lies in a ssessing advantages held by 
CAT that eithen CW the enfrv of conm^t^ or gives CATC gsiCTdfi^t cost anvaatage-, 
over any entrant. By identifying potential advantages, we may provide some notion of 
the comparative importance of the distributor network and the CAT intangibles. This 
analysis is purely qualitative, and it may be difficult to verify or quantify some of the 
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reasons cited. However, the analysis dc«s point out that the distributor network can make 
potentially large contributions to value. 

We will first identify advantages held by CAT over competitors that stem fiom their 
manufacturing functions, radier than thdr distribution functions. First, CAT enjoys a 
timing advantage over potential competitors because of its machinery manufacturing. It 
should take other potential entrants some time to figure out what replacement parts can be 
made for a particular model. Frequent product line changes may imply that independent 
parts suppliers cannot enter the market in a timely fashion. The machinery itself lasts 10- 
20 years, and without acti^y buying the product or a rqilacement part (which may be 
carefully: .distributed), it may be difficult to know what to pipdu^. Msp, the 
manufacturing technology or the design of parts may be proprietary, making timely entry 
difficult if not impossible. Second, if there are economies of scale in production, CAT 
will have a natural cost advantage by virtue of tiie fact that they have already produced 
the original machinery parts. 

What are flie potential contributions of tiie distributor network? The distributor network 
can contribute to cost-efficiency in a number of ways. First, by having a worldwide 
network already established, CAT can increase its cost advantages due to economies of 
scale over competitors who lack such an extensive network. Unless the potential oitrant 
already had a distributor network available in as many markets, the costs of establishing 
one would be a huge deterrent to entry. Even if they could build a plant that is as 
efficient as CAT, making the economies of scale irrelevant, this may still keep them out 
of tile market. 



within 48 hours for a machine anywhere in the world. Dealers now provide 80% of parts 
orders immediately upon request, and 99% are shipped within a day of being requested 
(contrast this to 2-7 days for car dealers that do not have a part in stock). If the 
^stribution network is able to do this at a cost similar to what it would require other 
distributors seven days to perform, they are able to capture the value of their customer’s 
time in their price. 

Third, the dealers within the distribution network may purposely decide not to carry 
competitor replacement parts, which would mean any competitors would have to 
establish their own distribution chain, which would be very difficult. To the extent that 
COSA is successful in restraining distributors from carrying competitor product, it 
contributes to the excess profits. 

Fourth, the dealer network may reduce transaction costs for several reasons, again 
providing excess profits. The dealers provide: advice on selection and application of 
product, financing, insurance, operator training, maintenance and r^air, and help in 
deciding the most cost-efficient time to replace existing machinery. The distribution 
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netwoik therefore allows customers one stop shopping, for which they will generally be 
willing to pay a premium equal to the reduction in their transaction costs. 


2. Viewing Machines and Parts as One Market 


For reasons already discussed, diis ^proach would seem to be the more logical of the 
two, since it requires making no distinction between machines and replacement parts. 
However, we are ultimately looking for the ^proach that can give us some way to 
quantify die contribution of the dealer network to excess profits. 


Manufacturing Intangibles 


Wtiiin the construction equipment industry, economies of scale and scope may limit 
entry, providing all incumbents with profits in excess of those made in other, more 
competitive, industries. However, my presumption is that we are calculating the excess 
profits earned by CAT relative to the industry median. Since the industry median is the 
standard of comparison, we need otdy look for advantages that CAT might have over its 
current competitors (we can leave aside issues of barriers to entry for others). 


Assume that CAT and its competitors make products that are perfect substitutes for each 
other. If this is the case, CAT can only make abnormal profits if they are a lower cost 
provider of machinery and replacement parts than their competitors. Where can they gain 
a cost advantage over their competitOTS? Since aU of the firms in tiiis market are quite 
large, economies of scale or scope on the manufacturing side are probably safely 
dismissed in looking for cost advantages held by CAT. Nonetheless, CAT may achieve *1 
greater cost efficiency in their production efforts through proprietary or secret J 
manufacturing processes. To the extent that they do, this is entirely attributable to CAT, 
and it is independent of the distributor networic. 


eco'r' - 

ft*'*/ 


Another way that CAT can contribute to abnormally high profits is through the design of 
superior products. If their machines are more durable, more comfortable, or more 
versatile than competitor product lines, this will contribute to the excess profits. 
However, unlike the advantages cited for supoior production processes that might lower 
CAT’s costs, COSA and the dealer networic may contribute to the design of better 
products through ^^tomeTTSSibacb that is essential to the design process. Expenses 
incurred in doing so should be weighted against other R&D done by CAT to detennine 
the proper split of any excess profits attributable to better products. 


Distribution Intangibles 

How can the distributor network contribute to lowering the costs of machine and parts 
provision? As noted before, they may be instrumental in reducing the down time of 
customers when replacraient parts are needed. If CAT can provide replacement parts 
faster tiien tiieir competitors, they can extract the value of a customer’s time in tiie price 
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of the product. As long as the extra costs incurred by the company in the quicker 
delivery do not exceed the money value placed on that time by the customer, this will 
generate excess profits for CAT and COSA. 

The relationship between a company and its independent distributors is also very 
important to the profit margins earned. If the relationship is contentious, this may 
dissipate profits by increasing costs for both entities. COSA maintains the dealer 
network within Europe. A comparison of the dealer network established by COSA to the 
dealer networks established for CATs competitors may reveal advantages held by CAT. 

Another factor related to design intangibles is the tuning of entry for new product lin es in 
the market Large profits can be made if Ae company has the ability to recognize a 
maricet for an entirely new product, and th^ to manufacture that product before any 
competitors do. Design of both the product and the process for manufacturing the 
product are likely to be done by CAT, but recognition of the market for a slightly 
different product will come initially at the dealer level. The advantage for CAT over its 
competitors is likely to lie in the recognition phase as much if not more than in the design 
and production phase. 


D. CAT’s Dealer Network 

The CEO of Caterpillar, Donald V. Fites, provides a_good overview of the relationship 
that Caterpillar mamtains with its(T8 gma^ CT3^-dea]^, He identifies this network as 
the primary reason for Caterpillar increasing their market share despite dire predictions 
made only a decade ago that Caterpillar would continuously lose market share to 
competitors such as Komatsu. At that time, Komatsu boasted cost advantages as large as 
40 percent over Caterpillar in some product lines. 

Cat’s dealer network a combined net worth of $5 billion, which is 1.5 times 
Caterpillar’s stock equity. The dealers employ 73,600 people, which is 19,000 more than 
CAT. Two-thirds of the 186 independent dealers operate outside of North America. The 
local dealers play a vital role in almost every aspect of CAT’s business, including product 
design and delivery, service and field si^port, and management of replacement part 
inventories. The local dealers are long cst^lished members of their communities. The 
dealers serve CAT as sources of market infoimation and intelligence, consultants, and 
problem solvers. 

With a few rare excqjtions, the dealers derive 90 percent or more of their revenues from 
selling or supporting CAT products, with many derivmg all of their revenue fimn CAT 
products. In return for that commitment, CAT has shown a similar commitment to its 
dealers. From 1982-1984, CAT was losing $l million per day, but they did not let the 
dealers suffer the brunt of that recession, and as a consequence every CAT dealer 
survived even as competitor’s dealerships were failing at a significant rate. When the 
economy bounced back, CAT enjoyed a stronger market presence through protection of 
the dealers. 
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Fites specifically mentions that competitor are slower in delivray and instillation of 
repl^ement parts, t^lnTig as much as four or five days to get a customer’s machine 
properly r^aired. As mentioned before, CAT boasts that it can replace any part witiiin 
48 hours, and replaces as much as 80 percent within twenty four hours. 

CAT believes that its emphasis upon its dealer relationships sets them apart fiom 
competitors. He notes that for the J^anese competitors, and for Japanese businesses in 
general, distribution and after sales service are not considered to be as important as a 
manufacturer’s relationships with its supplier. 

CAT and its dealers have made significant investments in their relationship, and CAT 
r^ards the mutual trust that exists between CAT and its dealers as being more important 
than mere contractual relatio nshi ps. In foct, there is some si^port for this idea within the 
economics literature. A long-term relationship characterized by trust can reduce 
transaction costs by limiting foe reliance iq>on legal contracts. That trust has enabled both 
parties to make significant investments that arc specific to foe relationship, and this in 
turn reduced the possibility of opportunistic behavior on the part of either party. 

E. The Literature Conceming Vertical Relationships 

The ability to quantify the contributions that can be made to profitability by a smooth 
running distribution system is limited. This fact is reflected in the literature, where 
almost all the woric applicable to our problem tries to characterize foe problems inherent 
in vertical relationships between unrelated parties, and analyze how companies fare in 
solving these problems. 

Many firni.c vertically integrate into distribution rather than trying to effectively manage 
relationships with dealers. This structure presents the advantage of enabling foe company 
to fully control the final customer price, as well as to engage in an efficient level of 
advertising. However, vertical integration can significantly increase governance costs for 
foe firm, which can potentially outweigh the advantages stemming from greater control. 
If some of CAT’s competitors have vertically integrated into distribution, this is one very 
important difference between them, and may be a potential source of CAT’s excess 
industry profits. 

When a mantxfecturer chooses to deal with independent dealers, their success will be 
largely dependent upon foe nature and quality of foal relationship. The manufacturer 
must make many decisions conceming its d^er network. Will dealerships be given 
exclusive territories? Will the dealer have discretion over the final product price? Will 
the dealer have discretion over their advertising and customer support serview? How 
will the manufacturer aid the dealer in providing customer support? Settling these 
questions to foe satisfaction of both parties can be vray problematic, and can be 
continuing sources of conflict between a nwnufacturer and its dealers. To foe extent that 
the two parties bicker in bargaining over the split of profits brought in by the vertical 
structure, they reduce foe profits available to be split. 
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Recently, researches have shown an interest in what they calll jartnering relationships^ 
between manufacturers and flieir ret^lers. They point out the advantages of relado^^s 
of this type, diough again, there is no attempt to systematically measure their contribution 
to profitiiility. Many of the characteristics they identify as indicative of a paitnCTing 
relationship coincide perfectly with the rel^onship between CAT and their dealers. 

Partnering relationships enable a firm to gain many of the advantages of a firm that has 
integrated forward into distribution, while avoiding the expense and pitfalls of setting up 
an in-house distributor networic. Howcvct, distributors will not commit to a partnering 
relationship unlMS diey believe the manufacturers are similariy cqmmitt^ to them. A 
distributor’s confidence in the commitment of ihe manu^tUTCT increases if the 
distributor is granted an exclusive territory and the manufacturer makes investments in 
the relationship. The manufacturer’s confidence in the commitment of fiie distributor is 
increased if ie distributor grants product class exclusivity.^ These trust-building 
conditions amount to commitments that align the interests of the manufacturer and 
distributor by making them dependent tqwn each other. All of these trust-building 
conditions are met between CAT and its dealers. 

In contrast to proprietary technology and product designs that can enhance the 
profitability of a firm, the characteristics of a partnering relationship are in no ser^e 
proprietary. However, it is not possible for CAT’s competitors to develop these 
relationships tomorrow if they do not already have them established. Building a sense of 
commitment takes time, resources, and a willingness to reciprocate. These are 
investments that have already been made by CAT in the past, and tiieir excess profits may 
be considered a return to that investment. 

1. Difficulties in Quantifying the Effects of Different Vertical Structures 

I searched for literature that might give some systematic empirical study of tiie 
effectiveness of different vertical relationship structures that exist between manufacturers 
and their distributors. I could find no study that measures the contribution of a particular 
vertical relationship between a manufacturer and a distributor. 

The fruitlessness of the search is not totaUy unexpected, given the nature of the problem. 
The central problem is that the characteristics of a given vertical relationship cannot be 
captured by a proxy continuous variable. Vertical relationships are discrete in nature, and 
a firm can choose from any number of different options. The relative desirability of any 
one option hinges upon the degree of control that the manufacturer can exert over tiie 
retailer, and the split of the profits from the business between the two entities. Exerting 
greater control may secure a larger share of tiie profits for the manufacturer, but this may 
also reduce the aggregate profits avmlable for division. 


^ Eric Anderson and Barton Weitz, “The Use of Pledges to Build and Sustain Coimnitmcnt in Distribution 
Channels" Working Paper - Marketing Science Institute Report Number 91-114. 
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The particular vertical structure that is established depends upon many factors. The 
nature of the product obviously influences VCTtical structure. The most ^propriate 
vertical relationship can depend upon the Jife-cvcie of the pr oduct, the type of advertis ing 
required for the product the amount of after-sale service required for the product and"fiie 
amount of information that must be provided to the consumer before a sale is conq)leted. 
In addition, the degree of unifonnity across different geographical markets for the good 
will bear on the choice of votical relationship: Local information becomes more valuable 
if the differences across markets are more pronounced, which implies that the dealer 
should be given more discretion. These foctors can often be quantified in some way, and 
then used to estimate an equation that predicts the probability that a firm will choose a 
given type of vertical relationship. However, tfiese same factor affect profitability 
ind^endently of their affects upon the choice of vertical structure, making it difficult to 
isolate the contribution of the vertical relationship to profits. 

Though features inherent to the product and the markets for that product will certainly 
influence the vertical relationship chosen, it does not do so in a determinant way. Firms 
within the same industry may choose very different types of relationships with their 
dealers. Many firm-specific factors can influence their choice. A firm may have a 
product line related to its central product that differs in its fundamentals, and therefore 
influences their choice. 

Some anecdote! evidence may be helpful in claiming that the dealer network established 
by COS A contributes to die profitability of Cat 
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Engagement 

Caterpillar Inc, - 2011 Audit 

« Redacted by the Permanent 
^bcommittee on Investigations 

Period End Date: 

12/31/2011 


Audit Unit: 

Cat Inc, HQ {Group 32) 

EGA TiUe: 

Review intercompany transacUor\s induding company reorganizations and significant agreements 

Ref No: 

32071-2775 


Review the Company’s intercompany transactions including company reorganizations and significant agreements. 


Results; 

in 1Q 2011 the Company put into place a replacement long-term product supply agreement whereby CSARL made $4 
billion of advance payments for certain prime product up to 2 years in advance and received a discount for orders 
placed against this advance payment. After reviewing the agreement executed in IQ, PwC discussed with 
management the potential tax impacts that could arise if the agreement were left in piace for too long (i.e., if product 
was not sold to CSARL pursuant to the agreement quickly enough). In the 1Q 201 1 quarter database, the 
engagement team documented our considerations of the prepayment within a significant matter. During 2Q 201 1 , the 
Company amended their agreement to include additional engine purchases under the agreement for which the 
engagement team updated our documentation on the arrangement wrthin a significant matter in the 2Q 2011 
database. 

Tax engagement partner, Brian Sprick, prepared the following memo. ASC 740-1 0 - Assessment of 201 1 Prepayment 
Agreement Memo , which summarizes the technical considerations and work perfomned by the engagement team. For 
detailed testing performed by the engagement team, see below. 

Further note, the engagement team had PwC Transfer Pricing specialist, Donald Jankowski, partner and Tim Fisher, 
sr. associate complete an assessment to the reasonableness of the discount rate provided to CSARL as a result of 
making the prepayment, Referto CSARL Prepayment Transfer Pricing Memo for their memo and CSARL Payment 
Discount Analysis forthe Company's calculations used to determine the 1.44% discount. No exceptions were noted. 

At 4Q 2011, management confirmed that the $4B advance payment made in February 2011 had been fully utilized 
against CSARL orders in November 201 1 . The engagement team also performed the following substantive testing to 
confirm the advance payment balance. The engagement team obtained the following schedule showing the orders 
placed against the prepayment from Mark Young, Sr. Tax Accountant. CSARL Purchase Agreement Monthly 
Amortization . "Amortization" refers to the draw-down of the prepayment amount, which is based on the transfer of 
goods in accordance with the agreement. As shown in the file, the $4B rec ognized in February 2011 was vouc hed by 
the engagement team. Further note that the ending general ledger batance^^^HBHH||H||[H|||||||||^||||||^ 
was used by Cat Inc. for recording the prepaid asset) as of November 30, 2D^Wa^e^a^r3er^n^nvoi^s 
totalling $4 billion for products that qualified under the prepayment agreement had been executed. The engagement 
team tested the amortization of the prepayment by perfpiming the following. 

The engagement team obtained the invoice details for the months of May, August and October and completed 
a tie out from the monthly amortization schedule linked above to the detail provided on an invoice level. The 
engagement team selected the month of May as invoices issued during this month would have been executed 
prior to the amendment (which was amended In June 1 , 201 1 - see CSARL Prepayment Agreement January 
1. 2011 and CSARL Prepayment Amendment June 1 . 201 1 for the original and amended agreements). The 
months of August and October were selected given the invoices issued during these two months would have 
been executed subsequent to the amendment for which most of the transactions occurred, i.e., subsequent to 
the amendment. A total of three months is appropriate considering PwC Audit 5340.04 relating to accept- 
reject testing. As the engagement team is testing completeness, accept-reject testing is an appropriate 
testing method (see completed testing template at Prepayment Testing Acceot-Reiect TemoiateT For each 
month, Steven M. Conde (SMC) reconciled the detail for completeness and verified that the models of the 
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machines and engines reducing the prepayment were the models specified under the prepayment agreement 
(Note that the machines per the agreement have a 3 digit code that matches up with the last three digits of the 
5 digit code provided in the detail below. Per discussion vwth Sa e Kitajima, CS ARL Business Analyst II, the 
only engines not covered by the prepayment agreement are the|||||||||m|engines as noted in the detail 
below,). In completing the testing. SMC verified the comf^eteness of the files by agreeing the drawdown 
summary (tab A, note, that within the following monthly tie outs, the tabs have been labelled to clearly show 
the details of each month's invoices qualifying for amortization of the prepayment) to the monthly drawdown 
entries (tab B), to the purchases summary by machine/engine type (tab C), to the pivottable summaries (tabs 
D) to th e purchase report details (tabs E). For example, duri ng August te sting, the drawdown summary shows 
purchases broken down into machines and engines. J||[|||||||||||||can be traced back to the ledger 
entries whic h details the purchases into four CSARL sub-ledgers executing the purchases under the 
prepayment, breakdown of all qualifying machine s and engines by 
subgroup. whic^Jnislp i, ties backto^^^B The Pivot table summaries for each subgroup|||||||||||||^^ 
HHIIIHIIHIII^^mof machines, while groufring engines together. SMC used the purchase agreement to 
^t^n^t^urthas^^ualified for the dravwJbwTdTtWe pfepaymeht, ensuring that non-qualifying purchases 
did not draw against the balance. From the pivot summaries, which include all purchases. SMC was able to 
agree the totals back to the purchase report details vwthin tabs E, ensuring that all purchases were accounted 
for in the summaries. For the tie outs performed, refer to the following links. 


CSARL Prepayment • May Tie Out 
CSARL Prepayment - August Tie Out 
CSARL Prepayment - October Tie Out 


To further test the amortization of the prepayment, SMC performed non-statisticai sampling and haphazardly 
selected 49 invoices across all CSARL ledgers for both qualifying machines and engines across the three 
months. For testing performed see CSARL Prepayment Testing Tinplate & Testing [Note, the engagement 
team concluded it was appropriate to use consolidated PM in the referenced template, as the focus of this 
EGA is related to potential uncertainty in the prepayment arrangement and the engagement team tests 
uncertain tax positions from a consolidated perspective). Note, no material exceptions were noted. As such 
the engagement team concludes that the Company has appropriately reduced the advance payment against 
qualifying orders such that the advance payment balance at 12/31/2011 is zero, 

Based on the technical analysis memo above, the risks associated with the advance payment agreement are moot 
where the advance payment is recognized in taxable income during the year the payment is made. The engagement 
team takes comfort over the inclusion of income relating to the orders placed and invoices paid by CSARL through 
separate testing of revenue control 15.03.02\ which is tested at ail in scope SOX locations by the engagement team. 
Additional comfort is taken from the substantive testing performed on Cat Inc. revenue recognition which is 
documented separately in the Aura database. The combined controls and substantive testing provide sufficient audit 
evidence that appropriate revenue recognition has occurred. The engagement team also pertormed substantive 
testing of the Cat Inc. tax provision at EGA Test current income tax provision and accrual - Consolidated US . The 
engagement team notes that there are no adjustments in the Cat Inc. tax provision relating to CSARL advance 
payments: therefore, the engagement team is comfortable that the advance payment has been included In the 
provision of taxable Income. 


Based on the testing perfonned above, the management representations made and the inclusion of the prepaid funds 
in 201 1 taxable income, the engagement team concludes that management has appropriately accounted for the 
transaction and no reserve is necessary for this tax position under ASC 740-10. 


’ Only valid shipments are processed tor invoicing. Shipping documents (e.g., 0HI of Lading- “BOL“, packing slip, etc.) are compared against 
physical goods and sales order prior to shipment to ensure records reflect actual shipment, and shipping docs are signed by carrier indicating 
acceptance. Shipments are recorded into the sales / mvoicing sub-system accixateiy and timely. 
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Sent by: Simon Beaumont 

To: Christa Guarelia/TAL/Price Waterhouse@Prlce Waterhouse-US 

cc: 

Subject: cat gpa ideas 
1 file attached 


Fonirarted by Simon Beaumont/TAL/Price WatertioosBon 07/15/93 08:14 AM 

' ~ 

f'T'T Steven R. Wilitams 

P 07/14/08 11:10 AM 

To: ,<rim*McDonald/mL/Price Waterhouse@Price Walerhouse-US. Thomas F. Quinn/TAL/Price 

^ateThou5e@R riCT Waterhouse-US 

cc: Donna SiemaSlco/TAL/Price WBterhouse@Price Wateihousa-US, Simon Beaumont/TAL/Price 

Waterhouse@Price Waterhouse-US 
Subject; cat gpa ideas 

1 Fie attached 

attached and imported is first cut at three ideas, and a summary of them. Shall we use this 



Summary (in approximate order of ease of implementation, easiest first) 

1 . COSA buys Parts (purchased finished) frcrni Non^JS sources for sale to Non-US desb'nations 

la COSA purchases US-source Parts for Foreign Destination y 

2. COSA increases margin on parts, reduces rrergin on machines |r 

8. Boyd Critz’s Super-Worldwide Parts Company (Swiss Co) (major changes in system!) 


Number 

1. 

Description 

COSA buys Parts (purchased finished) from Non-US sources for sale to N 
destinations 
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Legal Entity Efect 

COSA takes place of Cat HE COSA’s parts resale margin (approx.15% gross. 7% net) 
r>on-Subpart F 

Profit Center Effect 

COSA pays spread back to P&SS for distribution. No change to PRM. No change to CO 
results. P&SS gets fee, equivatentto prior buy-resell gross margin 

Additional !nfe Needed 

Need Volume, PRM attributable to Foreign-Source, Foreign-Dest purchased-finished par 
territory, COSA-Sing territory. 

Consider if implement in CACO territory (pretty complex), or COFA territory (probably not 
Who performs purcirasing functions, relationship with third-party supplier? Factory or P& 
Grimbergen? 



Barriers — ^Tax 

Does COSA need parts specialists to purchase? Can P&SS perform this function, or mu 
(Argument that nothing has changed, COSA gets ite same margin as now, just torough a 
mechanism) 

Barriers- Mgmt 

Minor— -P&SS receives same margin as before. PRM stays same. COSA’s margin (11% 
ROA on inventory) stays same. 

Systems work — suppliers invoice to COSA. not Cat Inc. 

PPP, Tax Savings 

Determine amount of parts at issue (For-source, For-dest, purchased finished). Determin 
COSA-Sing margin (gross, and net) 

Use COSA’s 17.5% tax rate vs 35% US rate 

What is value of subpart F exclusion of this income? Is it enough to get out of the 70% r 




Number 

1a. 

Description 

COSA purchases US-$ource Parts for Foreign Destination 

Legal Entity Effect 

as above 

Profit Center effect 

as above 

Additional info Needed 

see above 

Bamers— T ax 

would COSA have a PE in US? ' 

Barriers- Mgmt 

see above 

PPP. Tax Savings 

as above, but add US-source, Foreign-destination 

can COSA claim FSC bwiefit on US-export parts? If not offeet the FSC benefit against 
tax rate 
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Summary (in approximate order of ease of implementation, easiest first) 

1 . COSA buys Parts (purchased finished) from Non-liS sources for sale to Non-US destinations 
1 a. COSA purchases US-source Parts for For^n Destination 

2. COSA increases margin on parts, reduces m^in on machines 

8. Boyd Critz's SupOT-WorldwideParts Con^piany (Swiss Co) (major climes in systemT) 


Number 

1. 

Description 

COSA buys Parts (purchased finished) from Non-US sources for sale to 
Non-US destinations 

Legal Entity Effect 

COSA takes place of Cat HE. COSA's parts resale margin (approx.1 5% gross, 7% net) 
beoames non-Subpart F 

Profit Center Effect 

COSA pays spread bade to P&SS for distribution. No change to PRM. No change fo 
COSA’s overall results. P&SS gets fee, equivalent to prior tHjy-resei! gross margin 

Additional info 

Needed 

^/’Need Volume. PRM attributable to Foreign-Source, Foreign-Dest puidiased-finished 
parts, sold In COSA territoiy, COSA-Sing territory. 

^Consider if implement in CACO ten’itory (pretty complex), or COFA territory (probably 
not) 

performs purchasing fur>ctions, relationship with ttiird-party supplier? Factory or 
P&SS? Morton or Grimbergen? 

^P&L, B/S of Cat HE entity. (Entity or branch) 

Barriers — Tax 

Does COSA need parts speciaitsts to purchase? Can P&SS perform this function, or 
must COSA? (Argument that nothing has changed, COSA gets its same margin as now, 
just through a different mechanism) 

Barriers- Mgmt 

^^Minor — P&SS receives saim margin as before. PRM stays same. COSA’s margin 
(11% + whse fee + ROA on inventwy) stays same. 

A/’Systems work— suppliers invoice to COSA. not Cat Inc. 

PPP, Tax Savings 

^Determine amount of parts at issue (For-source, For-dest, purchased finished). 
^Determine COSA and COSA-Sng margin (gross, and net) 

.sv'Use COSA’s 17.5% tax rate vs 35% US rate 

.sv'What Is value of subpart F exclusion of this Income? Is it enough to get out of the 

70% rule? 




Number 


Description 

COSA purchases US-source Parts for For^'gn Destination 

Legal Entity Eff^ 

as above 

Profit Center Effect 

as above 

Addition^ info 

Needed 

see above 

Barriers— Tax 

would COSA have a PE in US? 

Barriers- Mgmt 

see above 

PPP. Tax Savings 

above, but add US-s<xirce. Foreign-destination 
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COSA claim FSC benefit on US-export parts? if not, offset the FSC benefit 
aqainst COSA’s lower tax rate 




Redacted By The 
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on Investigations 


Number 


Description 

COSA earns share of Parts Residual Margin currentiy paid to (US and 
non-US) product profit centers 

Legal Entity Effect 


Profit Center Effect 


Additional Info 

Needed 
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Memo 

To: / Location: Garry, Tom, Cart, Claude-Alam, Henry 

From: / Location; PricewaterhouseCoopers Swiss tax team 

Date: June 11. 2005 

Subject: Morton 

Dear all, 

The purpose of this memo is to summarize the situation in connection with CSARL’s ledger NW 
(Morton) activities as well as the methodologies chosen in &ie 2002 and 2003 tax returns to 
determine the profit allocated to NW. 

Our memo is based on various documentations at our disposal (e-maiis and documents from 
Caterpillar tax team, Lenz & Staehelin, PricewaterhouseCoopers Romandie and Pricewaterhouse- 
Coopers US). We would appreciate if you could provide us with your comments. 

1 Commercial and fiscal year 2002 

1.1 Approach regarding the NW’s permanent establishment 

With the new reorganizations in Latin America and North America, and the introduction of “virtual 
bins", a new inventory tracking system. CSARL held from 2002 inventory in the US, throughout 14 
different distribution centres, but primarily in Miami and Morion (NW). 

The effect of "virtual bins' is that it allows inventory physically located in the US to be viewed in 
total (for group inventory management purposes), but different parties can own the inventory. Thus, 
CSARL owns inventory in the US and can use that inventory to ftjifil both customer and marketing 
entity requirements outside the US, any sales transacted in the US continue to be fulfilled by Cat 
Inc. 

Thus, ait of the CSARL Inventory in the US is held and destined for export (CSARL does not sell 
parts in the US, and all parts destined for the US transfer to Cat inc. via the flash title process). 
Previously, CSARL did not hold inventory in the US, and all parts sales destined for North America 
and Latin America were immediately transferred to Cat inc. via a flash title system at zero margin. 
Since 2002, CSARL sells parts to CAMSARL and CNamSARL. The only flash title transactions 
remaining are for parts destined for sale in the US. 
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Due to important time pressure, the whole situation in connection with the PE was not reviewed in 
detail and it was concluded that starting on August 1®*, 2002 (date of introduction of "virtual bins"), 
CSARL has a PE in the US under the Swiss/US income tax treaty as interpreted under Swiss rules 
because, amongst other things, NW has a physical presence in the US, negotiates and signs 
contracts in the US through agency, and effects sales in die US through agency. However, based 
on special US tax rules, CSARL is not required to pay US tax on these activities. 

In 2003, it was decided to perform a functional analysis which purpose would be to determine the 
exact function of that PE in order that the PE accounts then reflect an arm's length remuneration 
for the performance of these functions and to show what part of NWs income could be objectively 
allocated to the PE. 


1 .2 Approach chosen In the 2002 tax return 

For Swiss income tax purposes and on the 2002 CSARL Swiss tax return, it was decided to use 
the guidance under Circular Letter No 8, International Tax Allocation of Principal company, to 
govern the allocation of NWs income from August 1®*- 2002 to November 30. 2002, Under the 
Circular, 30% percent of NWs profit is deemed to be derived from production and was allocated to 
Switzerland. The remaining 70% were characterized as trading profits and was allocated 50/50 
between Switzerland and the US PE. Hence, 35% of NWs income was allocated to the US PE, 


2 Commercial year and fiscal year 2003 

2.1 Approach regarding the NW’s permanent establishment 

In 2004, there were various discussions regarding the existence or not of the NWs PE, in particular 
regarding the US protective disclosure on the CSARL's US federal tax return that indicates that 
CSARL does not have a PE in the US under article 5 of the treaty. 


it was also discussed how to prepare the CSARL international tax allocation in connection with 
NWs activities and how to show what part of NWs income should be objectively allocated to the 
PE, Indeed, the best solution would be, as it is the case for the Singapore's ledger, that CSARL 
allocates the NWs income according to the direct method, that is to say as if NW would be a 
separate, unrelated and distinct enterprise engaged in the same or similar activities under the 
same or similar circumstances. It was therefore decided to create a hypothetical P&L for NWs 
activities as if it was an independent unrelated company. 


To strengthen the existence of a PE in NW, we have been informed in 2004 that there are 
business connected with Arrtericas markets for CSARL. There are 
no employees in CSARL that support this market. The principal support process for these parts 
sales exists in the US. Cat Inc. creates the purchasing strategy for the parts, manages their 
logistics and sets pricing under services agreements with CSARL. CASCO manages the markets 
providing market strategy, creates dealer programs, contracts with the dealers, executes pricing, 
warranty policy and dealer support. A serwces agreement has been signed between CamSari and 


Reacted by the Permanent 
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■ Redacted by the Permanent 

Subcommittee on investigations 


Casco and an agreement conciuded between CSARL and Cat Inc. covers Cat Inc.’s support of the 
parte business of CSARL. This covers ttie services of several hundred employees located 
principally at the Morton Illinois fecitity who run the parts business on behalf of CSARL. This 
agreement results in the single largest serwce fee paid by CSARL - 1|||||||||^^ 

Based on this information, it was decided that there are sufficiently elements to argue that CSARL 
has a PE in Morton. 


2.2 Approach in the 2003 tax return 

For Swiss income tax purposes and on the 2003 CSARL Swiss tax return, it was decided to create 
a hypothetical P&L for the NW activities and allocate NWs Income 2003 according to the guidance 
defined under Circular Latter No 8. Onder the Circular, 30% percent of MW's profit deriving from 
Morton’s activities has been allocated to Geneva as Swiss entrepreneur to respect it as the head 
office with the IP rights and to remunerate the entrepreneur for ail other risks that it undertakes. 
The remaining 707o were allocated based on proportionate costs th at incurred in perfo rming the 
activities carried out in Morton to reflect the transfer pricing, '^^us, ||||||||[|||||||||^^ of NWs 
income was attributed to Geneva based on the calculation. 


3 Commercial year and fiscal year 2004 

To further strengthen the permanent establishment in the US for CSARL’s purchased finished parts 
business, two options were envisaged for the presentation of the hypothetical P&L for the Morton 
activities. 


1. Options 1; the 1“ option was to have the income allocation based on the 
methodology used in 2003, with the addition that at November 2004 month 
end, ledger 36 (Geneva) and ledger Morton, respectively, would book a credit 
and a debit on their COGS tine entry. Thus, the income allocation would be 
reflected on the trial balance of each ledger. 

2. Option 2; the 2 '^ option was to formulate a transfer pricing arrangement 
between ledger 36 and ledger Morton. The transfer pricing results would be 
reflected in COGS of the two ledgers, and the results would be similar as 
option 1. Ledger 36 and ledger 86 (Singapore) currently use transfer pricing 
method to reflect transactions between ttiem, and option 2 would mirror that 
process. 


We still have the followings questions : 
Which option has been selected ? 


( 3 ) 
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What kind of work has been performed in order to sustain the allocation ? 

How this option has been documented 

Which adjustment has been performed in the books ? 

We are looking forward to your comments and remain at your entire disposal 
should you need any further inforrnation. 

Kind regards. 

PricewaterhouseCoopers Swiss tax team 


( 4 ) 
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Product Management Alignment 

Recommendation 


ss..- ss ^ k.ri. 


1) Implement Global Parts Management organization in Geneva 

• Executes entrepreneurial responsibilities 
■ Must support all MBDs 

• Staff likely drawn from Industry and Solutions S Product Support orgs 

2) Locate Regional Product Managers in Geneva 

• Substantial contribution to MWL. MTTT/L, HEX and MG manufacturing 

• Global Product Managers provide oversight rote 


3) Support organizations provide added entrepreneurial substance 

• Global Purchasing 

• Industry Groups 

• Solutions & Product Support 
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Product Management Alignment 

CSARL Benefits - Based on 2008 Results 

Benefits 


Parts 


Products Presence 


Preserve 


Preserve & 
Brasil 


Preserve & 
Enhance 


Preserve & 
CH>timize 


Machines 
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I 

I Product Management Alignment 

j Enhance & Optimize 



1) Requires relocation of WW Product Managers 

• PMs that have sole manufacturing source in U.S. 

• Entrepreneur must not be located at manufacturing source 


2) Inefficient, ineffective product management 

• Distance to manufacturing, product development, busirtess partners, 
customers 

• Requirement of eleven days in Geneva too restrictive 


3) While technically appropriate, creates optics concerns 

• Taxation in CSARL with minimal business substance 


4) Election not required in 2009 

• Election may be deferred 

^ • Revisit in conjunction with GPNP execution 
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